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A State-by-State Breakdown of
Health Insurance Mandates and Their Costs

A health insurance “mandate” is a requirement that an insurance company or health plan cover (or offer coverage for) com-
mon -— but sometimes not so common — health care providers, benefits and patient populations. They include:

¢  Providers such as chiropractors and podiatrists, but also social workers and massage therapists;

¢ Benefits such as mammograms, well-child care and even drug and alcohol abuse treatment, but also acupuncture and hair
prostheses (wigs); and,
® Populations such as adopted and non-custodial children.

For almost every health care product or service, there is someone who wants insurance to cover it so that those who sell the
products and services get more business and those who use the products and services don’t have to pay out of pocket for them.

The Impact of Mandates. While mandates make health insurance more comprehensive, they also make it more expensive
because mandates require insurers to pay for care consumers previously funded out of their own pockets. Based on our analy-
sis presented in this paper, mandated benefits currently increase the cost of basic health coverage from a little less than 20% to
more than 50%, depending on the state. Mandating benefits is like saying to someone in the market for a new car, if you can’t
afford a Lexus loaded with options, you have to walk. Having that Lexus would be nice, as would having a health insurance
policy that covers everything one might want. But drivers with less money can find many other affordable options; whereas
when the price of health insurance soars, few other options exist.

Why Is the Number of Mandates Growing? Elected representatives find it difficult to oppose any legislation that promises
enhanced care to potentially motivated voters. The sponsors of mandates know this fact of political life. As a result, govern-
ment interference in and control of the health care system is steadily increasing. So too is the cost of health insurance.

By the late 1960s, state legislatures had passed only a handful of mandated benefits; today, the Council for Affordable Health
Insurance (CAHI) has identified more than 1,800 mandated benefits and providers. More are on their way.

How do state legislators justify their actions? One way is to deny a mandate is a mandate. For example, legislators may claim
that requiring health insurance to cover a type of provider — such as a chiropractor, podiatrist, midwife or naturopath — is
not a mandate because they aren’t requiring a particular therapy. But if insurance is required to cover the provider, it must pay
for the service provided. There is no essential difference in requiring insurance to cover a chiropractor (a provider) or chiro-
practic care (the therapy).

Another way legislators justify their support is to assert the new mandate will cost little or nothing. Indeed, legislators and a
mandate’s supporters usually claim that mandating a new provider or benefit will save money. But with more than 1,800 man-
dates in force, we have overwhelming evidence: mandates virtually always cost money rather than save it.

CAHY’s Mandated Benefits and Providers Chart. The Council for Affordable Health Insurance tracks the introduction and
passage of health insurance mandates in every state. The information is broken down on a state-by-state basis into three cate-
gories: benefits, providers and covered populations. Boxes with a “Y™ indicate that the state has passed that particular man-
date. Totals for each state and mandate are also included. Thus anyone can easily determine how many mandates and which
ones each state has passed. (For a definition of each mandated benefit, please see http://www.cahi.org/cahi_contents/re-
sources/pdf/MandateBenefitDefinitionMemo.pdf.)

Mandates and Standard Coverage. Please note that the health care community and insurers consider some of the mandates
listed in the chart to be the typical and appropriate standard of care and/or treatment, and therefore would likely be included in
many standard health insurance policies. The purpose of this chart is to tabulate the number of benefits mandated by the states
and assess their impact on the cost of insurance — not to make judgments about which mandates should or should not be in-
cluded in a health insurance policy.



Assessing the Cost of Mandates. Besides listing the state mandated benefits, this chart provides a cost assessment of each
one. CAHI’s Actuarial Working Group on State Mandated Benefits analyzed company data and their experience and provided
cost-range estimates — less than 1%, 1-3%, 3-5% and 5-10% — if the mandate were added to a policy that did not include the
coverage. However, mandate legislation differs from bill to bill and from state to state. For example, one state may require
insurance to cover a limited number of chiropractor visits per year, while another state may require chiropractors to be covered
equally with medical doctors. The second will have a greater impact on the cost of a health insurance policy than the first. It
would be impossible to make a detailed assessment of the cost of each state’s mandates without evaluating each piece of legis-
lation (more than 1,800 of them). Thus, the estimated cost level indicated in the chart is considered typical but may not apply
to all variations of that mandate. Further, the additional cost of a mandate depends on the benefits of the policy to which it is
attached. Example: A prescription drug mandate costs nothing if it is already covered but can be very costly if added to a pol-
icy that doesn't cover drugs.

It is also important to note that mandated benefits may only apply to certain kinds of coverage. For example, a mandated bene-
fit may exempt individual or small group coverage or may only apply to insurance companies that are domiciled in the state.
As a result, some kinds of coverage are disproportionately affected and become less attractive to buyers (who now seck out
alternatives to these high-cost plans). Finally, states may pass a mandate in one legislative session only to come back in a later
session and either expand or reduce the original bill’s scope.

A Caution about Comparisons and Cost Estimates. Because mandates can drive up the cost of health insurance, it would be
easy to assume that the states with the most mandates would also have the highest premiums. While that may be true in some
states, it is not necessarily so. Some mandates have a much greater impact on the cost of health insurance than others. For
example, mental health parity mandates, which require insurers to cover mental health care at the same levels as physical health
care, have a much greater impact on the cost of premiums than would mandates for inexpensive procedures which few people
need. In addition, mental health mandates often include mini-mandates within them, like coverage for Autism diagnosis and
treatment.

It may be tempting to think that since a particular mandate doesn’t add much to the cost of a health insurance policy, there isno
reason for legislators to oppose it. The result of this reasoning is that many states have 40, 50 or more mandates. Although one
mandate may only increase the cost of a policy by 1%, 40 such mandates will price many people out of the market. It is the
accumulated impact of dozens of mandates that makes health insurance unaffordable, not just one.

New Trends: the “Slacker Mandate.” Over time new trends emerge in coverage mandates. In 20035, for example, two states
passed laws — commonly referred to as the “slacker mandates” — increasing the age of unmarried resident dependents or
those who are fulltime students. New Mexico now allows health insurance coverage of unmarried dependents until age 25 and
New Jersey until age 30.

New mandates have a way of “making the rounds,” finding their way into bills all over the country. Updates on these trends
can be found in CAHI’s online publication, “Trends in State Mandates,” available on our website. (http://www_cahi.org/cahi_
contents/resources/pdf/TrendsEndsDec2005.pdf)

Fortunately, there is evidence that some legislators are getting CAHI’s message. One interesting trend is that 28 states require
that the cost must be assessed before a mandate is implemented. And at least five states provide for mandate-lite policies,
which allows some individuals to purchase a policy with fewer mandates more tailored to their needs and financial situation.

The Rest of the Story. The mandates enumerated here don’t tell the whole story. States have other ways of adversely affect-
ing the cost of health insurance. For example, several states have adopted legislation that requires health insurers to accept
anyone who applies, regardless of their health status, known as “guaranteed issue.” Or they limit insurers’ ability to price a
policy to accurately reflect the risk an applicant brings to the pool, known as “community rating” or “modified community rat-
ing.” Both guaranteed issue and community rating can have a devastating impact on the price of health insurance, especially as
younger and healthier people cancel their coverage, leaving the pool smaller and sicker.

Thus, in the aggregate, mandates drive up the cost of health insurance. But determining the impact in a particular state requires
careful analysis of cach piece of mandate legislation, as well as other regulations that have been promulgated.

For more information on government mandates, guaranteed issue and community rating,
please visit CAHI's website at www.cahi.org.
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Legend: - Mandated

ﬂ - Not Mandated

Alcoholism 45| 1% to 3%

Alzheimer's 2 <1%

Ambulatory Surgery 12} 1% to 3%

Ambulance Services 8 <1%

Anti -Psychotic Drugs 2 <1%

Autism 7 <1%

Birthing Centers/Midwives 6 <1%

Blood Lead Poisoning 7 <1%

Blood Products 2 <1%

Bone Marrow Transplants 10 <1%

Bons Mass Measurement 15 <1%

Breast Reconstruction 48 <1%

Cancer Pain Medications 2 <1%

Cervical Cancer/HPV Screening 28 <1%

Chemotherapy 4 <1%

Chiamydia 3 <1%

Cleft Palate 14 <1%

Clinical Trials 21 <1%

Colorectal Cancer Screening 22 <1% b 4

Congenital Bleeding Disorders 2 <1%

Contraceptives 30| 1% to 3% b 4 Y

Dental Anesthesia 29 <1% ¥ Y Y Y Y
Diabetes SelfManagement 27 <1%|Y Y Y Y Y Y
Diabetic Supplies 47 <1% Y Y Yy |Iv Y Y 4
Drug Abuse Treatment 34 <1% [Y Y Iy

Emergency Services 43 <1% Y |v

Hair Prostheses 7 <1%

Hearing Aid 9 <1%

Home Health Care 19 <1%

Hospice Care 11 <1%

In Vitro Fertilization 14| 3% to 5%

Kidney Disease 1 <1%

Long Term Care 4] 1% to 3%

Lyme Disease 3 <1%

Mammogram 50 <1% Y
Mastectomy 23 <1% Y
Mastectomy Stay 24 <1% Y
Maternity 211 1% lo 3% Y ¥ Y
Maternity Stay 50 <1% Y Y |v Y Y |y
Mental Health General 40| 1% to 3% Y Yy [ £ Y
Mental Health Parity 42| 5% to 10% Y Yy v Y Y ¥
Minimum Hysterectomy Stay 1 <1%

Minimum Testicular Cancer Stays 1 <1%

Morbid Obesity Treatment 4] 1% 1o 3%

Neurodevelopment Therapy 1 <1%

Newborn Hearing Screening 16 <1%

Newborn Sickie-Cell Testing 3 <1%

Off-Label Drug Use 37 <1%

Orthotics/Prothetics 10 <1%

Ostomy Related Supplies 1 <1%

Other infertility Services 8 <1%

Ovarian Cancer Screening 3 <1%

PKU/Formula 33 <1%

Port-wine Stain Elimination 2 <1%

Prescription Drugs 2| 5% to 10%

Prostate Screening 32 <1%

Rehabilitation Services 8] 1% 1o3%

Second Surgical Opinion 9 <1%

TMJ Disorders 19 <1%

Well-Child Care 311 1% to 3%

Wilm's Tumor 1 <1%
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Acupuncturists k 11] 1% to 3% Y

Chiropodist 3 <1%

Chiropractors 46| 1% to 3% Y Y Y

Dentists 36{ 3% to 5% Y Y Y Y Y Y
Denturists 2 <1%

Dieticians 3 <1%

First Nurse Assistant 5 <1% Y

Lay Midwives 3 <1%

Licensed Health Professional 11 <1%

Marriage Therapists 13 <1% Y Y
Massage Therapists 5 <1%

Naturopaths 3 <1%

Nurse Anesthetists 20 <1% Y Y
Nurse Midwives 30 <1% Y Y
Nurse Practitioners 29 <1% Y Y Y
Nurses 10 <1%

Occupational Therapists 11] 1% to 3% Y

Opticians 3] 1% to 3%

Optometrists 43| 1% to 3% Y |I¥ Y
Oral Surgeons 7 <1% Y Y |I¥

Osteopaths 21} 1% to 3% Y Y Y

Pain Management Specialist 2] 1% to 3%

Pastoral Counselors 2 <1%

Pharmacists 4 <1%

Physical Therapists 16] 1% to 3% Y Y
Physician Assistants 15 <1%

Podiatrists 35 <1% Y Y Y

Professionail Counselors 16 <1% Y

Psychiatric Nurse 16 <1% Y

Psychologists 44| 1% to 3% Y Y Y Y Y Y
Public or Other Facilities 25 <1% Y Y Y Y Y Y
Social Workers 27| 1% to 3% Y
S h or Hearing Therapists 18 <1% [y Y A
Adopted Children 42 <% Y v ¥ v Y Y Y I -VT Y
Continuation/Dependents 44 <1% Y ¥ v |y Y Y Y v ¥ IY Y
Continuation/Employees 44 <1% Yy |y Y Iy Y Y ¥ Iy |¥ Y
Conversion to Non-Group 42| 1% to 3% Y Iy

Dependent Students 12 <1% Y Y Y
Handicapped Dependents 39| 1% to 3% Y Y Y Y Y
Newborns 511 1% to 3% Y Y Y Y Y Y
Non-Custodial Children 10 <1%

Domestic Partners 2 <1%

) Total| 1831 18] 40| 29 49| 37| 50{ 17| 24| 49| 39| 22| 23] 13| 38| _34] 37| 33} 40] 40] 59

Legend: E - Mandated H - Not Mandated
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44! 25| 62| 39| 28] 39{ 44| 33| 30| 34| 40| 45| 49; 46] 25! 36| 31| 37| 40{ 28| 28] 39| 51| 21| 54f 23| 48; 30f 35| 32

ADDITIONAL MANDATES
Although not yel prevalent nationwide, CAHI is also monitoring activity related
to the following additional mandates —
AR Athletic Trainer 1 <1%
GA Vision Care Services 1 1% to 3%
MD Smoking Cessation 1 1% to 3%
ME Breast Reduction 2 <1%
Varicose Vein Removai <1%
NV Hormone Replacement Therapy |1 <1%
NY Ambutatory Surgery 3 N/A
Hormone Replacement Therapy <1%
Psychotropic Drugs <1%
Rl Early intervention Service 1 <1%
w AIDS Vaccines 2 <1%
Psychotropic Drugs
Mandates in all states (from above chart) | 1831
Total | 1843
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Executive Summary

One of the most common, and least challenged, assertions in the debate over U.S. health
care policy is that Medicare administrative costs are about 2 percent of claims costs,
while private insurance companies’ administrative costs are in the 2 to 25 percent
range.

It is very difficult to do a real apples-to-apples comparison of Medicare’s true costs
with those of the insurance industry. The primary problem is that private sector
insurers must track and divulge their administrative costs, while most of Medicare’s
administrative costs are hidden or completely ignored by the complex and bureaucratic
reporting and tracking systems used by the government.

This study, based in part on a technical paper by Mark Litow of Milliman, Inc., finds
that Medicare’s actual administrative costs are 5.2 percent, when the hidden costs are
included.

In addition, the technical paper shows that average private sector administrative costs,
about 8.9 percent — and 16.7 percent when commission, premium tax, and profit are
included — are significantly lower than the numbers frequently cited. But even though
the private sector’s administrative costs are higher than Medicare’s, that isn’t “wasted
money” that could go to insuring the uninsured. In fact, consumers receive significant
value for those additional dollars.

We also raise an important, although heretofore unrecognized, issue that gives
Medicare an inherent advantage on administrative costs. Because of the higher cost per
beneficiary, Medicare administrative costs appear lower than they really are. If the
numbers were adequately “handicapped” for comparison with the private sector, they
would be in the 6 to 8 percent range.

Finally, like the private sector, Medicare also has to obtain funds to pay claims. But the
cost of raising that money, or borrowing it if the government doesn’t collect it from
taxpayers, is excluded from Medicare administrative cost calculations. While we don’t
in this paper draw any conclusions about what we shall call the “cost of capital” and its
impact on Medicare’s administrative costs, we do want to highlight that those costs
exist and that taxpayers, both today and in the future, must bear those costs.



"It is very difficult to
do a real apples-to-
apples comparison of
Medicare's true costs
with those of the
insurance industry."

Introduction

One of the most common, and least challenged, assertions in the debate over U.S. health
care policy is that Medicare is much more efficient than the private sector. Critics of
the private sector health insurance industry like to boast that Medicare administrative
costs are about 2 percent of claims costs, while private insurance companies’
administrative costs are in the 20 to 25 percent range — or more.

That assertion is nearly always followed by a policy recommendation: Switch everyone
to a govemnment-financed health care system — or just put everyone in Medicare —
and the country will save so much in administrative costs that it can cover all of the 46
million uninsured with no additional health care spending.

Sound too good to be true? It is.

Medicare’s Administrative Costs, Past and Present

It is very difficult to do a real apples-to-apples comparison of Medicare’s true costs
with those of the insurance industry. The primary problem is that private sector
insurers must track and divulge their administrative costs, while most of Medicare’s
administrative costs are hidden or completely ignored by the complex and bureaucratic
reporting and tracking systems used by the government.

CAHDI’s 1994 Study. In 1994, the Council for Affordable Health Insurance (CAHI)
published “Rhetoric vs. Reality: Comparing Public and Private Health Care Costs,”
authored by Mark Litow, a consulting actuary with Milliman & Robertson (now
Milliman, Inc.), and CAHI’s Technical Committee (now the Research and Policy
Committee). The study found that when all of the hidden costs and certain related
unfunded liabilities were included, Medicare and Medicaid administrative costs with
the related unfunded liabilities were significantly higher (26.9 percent) than the private
sector (16.2 percent).”

The New Study’s Findings. We have taken a different approach this time. We are
looking only at hard, or actual, administrative costs, and do not include the problems
and potential costs incurred by Medicare’s unfunded liability. Mark Litow, still with
Milliman, has provided CAHI with a technical paper that identifies both Medicare’s and
the private sector’s administrative costs; the technical paper is available on the CAHI
website.* This report explains in layman’s terms what the technical paper found. ’

Litow finds that Medicare’s actual administrative costs, at 5.2 percent, are significantly
higher than the oft-cited 2 percent. However, those costs are still lower than the private
sector’s administrative costs. There are several reasons for that, which will be
discussed in more detail later in this paper.

In addition, the technical paper shows that average private sector administrative costs,
about 8.9 percent, are significantly lower than the numbers frequently cited in the health
policy community, although still higher than Medicare’s.  Large companies’
administrative costs, which like Medicare achieve economies of scale, are even closer
to those of Medicare.



"Central to this study
is the recognition that
there are more costs
in running the
Medicare program
than just paying
claims."

Even though the private sector’s administrative costs are higher than Medicare’s, that
isn’t “wasted money” that could go to insuring the uninsured. In fact, consumers
receive significant value for those additional dollars.

We also raise an important, although heretofore unrecognized, issue that gives
Medicare an inherent advantage on administrative costs. Medicare calculates
administrative costs as a ratio of identified administrative costs divided by claims. In
2003, the average medical cost for Medicare was estimated to be about $6,600 per
person per year (because of the nature of Medicare’s beneficiary pool of older and
disabled people), while the average medical cost for private health insurance, excluding
out-of-pocket cost, was $2,700 per person per year. Because of the higher cost per
beneficiary, Medicare’s method of calculation makes administrative costs, albeit
unintentionally, appear to be lower than they really are. Indeed, if the numbers were
adequately “handicapped,” they would be in the 6 to 8 percent range, as we show later.

Finally, hard administrative costs are only part of the story. Anyone familiar with
business knows that private firms must raise capital, usually by selling stock or
borrowing money, and pay commissions. Obtaining those funds creates a liability for
the company. Medicare doesn’t incur those costs and so inherently is less costly to
administer, right?

Medicare also has to obtain funds to pay claims. But the cost of raising that money, or
borrowing it if the government doesn’t collect it from taxpayers, is excluded from
Medicare administrative cost calculations. While we don’t in this paper draw any
conclusions about what we shall call the “cost of capital” and its impact on Medicare’s
administrative costs — as CAHI did in the 1994 study — we do want to highlight that
those costs exist and that taxpayers, both today and in the future, must bear those costs.

Medicare’s Hidden Costs

Central to this study is the recognition that there are more costs in running the Medicare
program than just paying claims — costs that are regularly included, and are more
transparent, in any private sector assessment of administrative costs. For example:

Company Policies — Executives and boards of directors consider, debate and decide
company policy; in Medicare that function is often handled by Congress and its
legislative staff. Setting program policy requires time and money not reflected in
Medicare’s official administrative cost estimates. Just imagine all of the congressional
and administrative staff time and effort devoted to creating, debating, promoting,
opposing and ultimately passing the Medicare Modernization Act of 2003. One might
compare it to a huge new corporate venture or restructuring. Yet not a dime of the
money and time spent on that months-long public debate appear in Medicare’s
administrative costs.

Management — Businesses must include management costs in their administrative
costs: Medicare doesn’t. The salaries of those professionals at the Centers for Medicare
and Medicaid Services (CMS), from Dr. Mark McClellan down, are excluded from
Medicare’s administrative cost estimates, as are the building costs to house that part of
the leadership team. Private insurers don’t have that luxury.

Raising Capital — Private industry has to raise capital, usually by selling stock or
borrowing funds. And if an insurance company borrows money to pay for a building, it



"While Medicare's
‘cost of capital’ is big
now, it will grow
exponentially in the
future."

must pay interest on the loan. In other words, in the private sector there is a cost of
capital.

Of course, the federal government also raises capital and borrows money to pay
Medicare claims, and it even pays itself interest on some of that borrowed money.

But it includes none of these costs in its administrative estimates; it simply takes (or
will take) the money from taxpayers. And while Medicare’s “cost of capital” is big
now, it will grow exponentially in the future as Medicare outlays grow faster than the
Part A payroll tax.

Premiums and Commissions — One of the most common complaints is that the private
sector has to pay agents to market and sell its products, which, critics contend, the
government doesn’t have to do.

Well, not exactly. You may have noticed that CMS has been heavily involved lately in
promoting the new Medicare drug benefit. Nothing wrong with that, but those are
marketing costs, which are ignored in Medicare’s administrative numbers.

Premiums are the primary way private insurers obtain the funds they use to pay claims.
But the government also has to bring in funds in order to pay Medicare claims. How
does it do that? Through taxes. Employers, the IRS and the Social Security
Administration are, in effect, the sales force and collection arm for the Medicare
program. Workers and employers currently split the 2.9 percent payroll tax that funds
Medicare Part A. Employers, of course, have to handle the adminstrative functions of
getting that money to the government. Thus, that part of Medicare’s “premium
collection” actually shows up in employers’ administrative costs — including,
ironically, those of insurers collecting that 2.9 percent for the government — rather than
Medicare’s.

Revenue to pay the government’s share of Part B — 75 percent of the program’s costs
— comes from general revenues collected by the IRS. And the Social Secunty
Administration collects the 25 percent of the Part B program that comes from seniors’
Social Security checks. Yet again, those “collection costs” are ignored in Medicare
administrative cost estimates.

Claims Processing and Fraud — Medicare pays claims, millions and millions of them.
The claims volume is so heavy that there is little time to do anything else — like
scrutinize and review the providers’ bills, check with providers 1f something looks
amiss and withhold payment until discrepancies have been resolved.® Rather, Medicare
is set up to catch problems primarily in cases of massive fraud and abuse, and it does
that through the Inspector General in the Department of Health and Human Services,
not CMS. In other words, while insurers see claims oversight as responsible
stewardship and a collaborative effort to ensure proper payment, HHS opcrates more as
a policing effort.”

Premium Taxes — Every state imposes a tax on premiums collected, usually running in
the | to 3 percent range Those taxes are factored in as part of a company’s
administrative costs. Obviously Medicare has no equivalent. But it highlights the point
that part of the insurance industry’s administrative costs are not because the private
sector is inefficient, but because government is taxing it and imposing regulations and
unfunded mandates (that is, it tells the private sector to do something, but doesn’t
reimburse its costs). There is something a little disingenuous about imposing unwanted
taxes and regulations on an industry and then criticizing it because its administrative
costs are higher than the untaxed government program.



" Private insurers are
much more diligent
in scrutinizing
claims."”

Are Low Administrative Costs Necessarily Good? At the heart of the debate over
Medicare administrative costs is the assumption that low administrative costs are
necessarily good. But is that a valid assumption?

We all know parents who spend very little time or effort raising and teaching — what
we sometimes refer to as “parenting” — their children. Indeed, some parents simply
acquiesce to whatever a child demands so they don’t have to expend the time and
energy it takes to teach the child patience or the right thing to do.

Those parents have what we might call “low administrative costs.” And yet society
frowns on those who don’t put forth the time and effort it takes to raise children

properly.

Administrative Costs Can Add Value. Some activities that may raise administrative
costs may also improve the quality of care. The private sector, for example,
implements policies such as disease management that are intended to lower health care
provider costs and improve outcomes.

Moreover, unlike Medicare, private insurers prefer the ounce-of-prevention approach. -
They scrutinize individual provider claims much more closely, challenge questionable

procedures and determine whether, in the company’s opinion, a claim is valid or needs

to be reconsidered. Indeed, one of the criticisms from the medical community is that

some insurers take this responsibility too seriously (or even abuse it), frequently

resulting in late, reduced or denied payments.

The point is that private insurers are much more diligent in scrutinizing claims. That
financial stewardship adds to administrative costs; it also lowers claims costs (thus,
doubly adversely affecting the private sector’s administrative cost ratio). The
government, by contrast, is a claims-paying machine. When abuse becomes egregious,
the fraud unit steps in — and that effort won’t be included in administrative costs.

While everyone wants health insurance administrative costs to be as low as possible,
that should mean as low as possible while still adequately adjudicating claims to ensure
that insurers are paying only what they should. Medicare doesn’t do that. Asa result,
Medicare is paying claims it shouldn’t — and, ironically, making its administrative cost
ratio look more favorable!

Hidden Costs Are Still Costs. Just because the government doesn’t reflect all of the
various costs of doing business in its official estimates of Medicare administrative
costs, that doesn’t mean they don’t exist. Or that taxpayers don’t pay those costs. They
do. A hidden cost is still a cost, even if taxpayers don’t know they are paying it.




What Are Included in Administrative Costs?

The comparisons found in this paper reflect all administrative costs consistent with a
functional cost analysis. In making our comparison, we consider all administrative
functions that are part of general government overhead but related to Medicare. Under
private insurance, we have addressed administrative expenses both with commissions,
premium taxes and profits, and without them.

¢ For Medicare, we include not only reported costs, but a proportional
allocation of all overhead costs for functions where people spend time on
Medicare, costs not allocated to Medicare by the government. Medicare
unreported costs include parts of salaries for legislators, staff and others
working on Medicare, building costs, marketing costs, collection of
premiums and taxes, and accounting, including auditing and fraud issues, etc.
These are currently included in the federal budget in various areas such as
legislative, judicial, and Health and Human Services but not specifically
earmarked to Medicare.

¢ For private insurance, we include all functional costs, although results in this
report are shown both with and without commissions, premium taxes and
profits. The exclusion of these items could be considered more comparable
from the standpoint that government does not incur commissions for selling,
pay any profits to shareholders or policyholders, nor does it have to pay
premium taxes or other taxes for that matter. Private market administrative
costs do include acquisition costs over and above commissions, such as
underwriting and advertising, where applicable, but investment income is not
included. Private insurance costs are estimated separately by the individual,
small group and large group markets and averaged together. Large group
includes self-funded plans. For both Medicare and private insurance,
administrative costs in all cases reflect those for adjudicating and paying
claims, record keeping and various types of analysis and management.
Overhead refers to other items such as building costs, personnel costs, etc.

The estimates of Medicare administrative and overhead costs are based on our
examination of the federal budget and our judgment based on experience in working with
various parts of the Medicare program. For private insurance, our estimates are based on
various data sources, our research as used in our modeling of United States health care
reforms, our experience and judgment. :

The results do not represent the input or opinions of any of the organizations which
provided financial support. Similarly, while the results presented reflect discussions we
have had with a number of actuaries and consultants within Milliman in the course of our
work, they represent our personal opinions and not those of Milliman.

Mark Litow
Milliman, Inc.




"This report has tried
to be conservative in
its calculations so
that if it errs, it would
err on the low side.”

Identifying the Costs

The federal government relies on various administrative, borrowing, funding, collecting
and accounting functions. Most of these are not captured in the official Medicare
administrative cost estimates, and some actually have no counterpart in the private
sector. :

Private Sector: For private insurance, this report includes all functional costs from
national health care expenditure data and Milliman data. These costs always include
acquisition costs over and above commissions, such as underwriting and advertising,
where applicable, but investment income is ignored. However, results in this report are
shown both without and with commissions, premium taxes and profits.

Medicare: All Medicare administrative costs are determined in this study via a
functional cost analysis, which includes not only reported costs from the federal budget
and the Medicare trustees’ report, but also a proportional allocation of all overhead
costs for functions where people spend time on Medicare. The report splits such
Medicare costs into reported and unreported costs.

For both Medicare and private insurance, administrative costs in all cases reflect those
for adjudicating and paying claims, record keeping and various types of analysis and
management. Overhead refers to other items such as building costs, personnel costs,
etc. There is, of course, a subjective element to this allocation because costs are
estimated from other parts of the federal budget. But this report has tried to be
conservative in its calculations so that if it errs, it would err on the low side.

Results: When only administrative costs are compared, the government comes out
somewhat lower. Pure administrative costs for Medicare are not as low as the
government reports because Medicare excludes several important components. When
they are included, we calculate Medicare’s administrative costs to be 5.2 percent in
2003, while the private sector runs 8.9 percent when commissions, profit and premium
taxes are excluded, and 16.7 percent when those factors are included. [See Table 1.]

Table 1
Fiscal Year 2003 Administrative Cost
For Medicare and the Private Market

(millions of dollars)

Medicare

i) Acquisition/Administration/Overhead Costs Reported $5,168
ii) Acquisition/Administration/Overhead Costs Unreported 9,837
iii) Total of i and ii 15,006
iv) Medicare Claims (benefits paid) 272,707
v) Sum of iii and iv 287,713
vi) Administrative Cost Percentage for Medicare 5.2%
Private Market

Expenses as a % of private market premiums (no commission, R.9%
premium tax or profit) '
Total expenses including commission, premium tax and profit 16.7%

Note: Madicare percentages are presented as a ratio of administrative costs to the sum of claim payments
and administrative costs. Private health market expenses are expressed as a ratio of administrative costs to
premiums paid. The reason premiums are used in the private market is that they consist essentially of
claims and administrative costs, thus it is the same measure as used for Medicare.



"Medicare over time
appears more
efficient relative to
the private market
because Medicare
claims are growing so
rapidly."

Deriving Medicare’s Administrative Costs. First, it should be understood that the
administrative cost percentage (i.e., 5.2 percent for 2003) is derived by dividing the
amount of reported and allocated Medicare administrative expenses (815 billion) by the
total money spent by the program ($287.7 billion).

| Lower Admin Costs
Higher Claims |

Administrative Costs
= Better Ratio

Medicare Claims

When Medicare was enacted in 1965, the administrative costs were much higher, about
17 percent. That percentage has declined over the years, as will be explained below.
Private sector administrative costs, by contrast, have shown relatively small changes —
no more than | to 2 percent — at least in recent years.

As Congress expanded Medicare eligibility to other populations besides seniors, and as
utilization exploded because seniors were largely insulated from the cost of care, the
denominator (i.e., claims — the $287.7 billion) has grown faster than the numerator
(ie., administrative costs — the $15 billion). In Table 2 are estimates of the
administrative costs as a percentage of Medicare payments (real and estimated) for
selected years from 1967 through 2025, including those factors usually excluded by
Medicare.

Table 2

Estimated Administrative Cost Under Medicare 1967-2025
Relative to Total Medicare Costs

(billions of dollars)

1967 | 1985 | 2003 [ 2010 | 2017 | 2025

i) Medicare estimated $06 |54 150 |182 |224 |284
administration cost

ii) Total Medicare Payments | $3.2 69.5 12727 | 5287 |911.911700.5

i) Percentage (i)/itii) 17.0% | 72% | 52% |53% |24% | 1.6%

Is Medicare Getting More “Efficient”? Based on Tables 1 and 2, one can see that the
administrative cost figure for Medicare has been decreasing and is estimated to continue
downward — making Medicare look as if it is getting even more “efficient” as time
passes. Higher costs in early years were partly due to startup program costs — which
private insurers also have — but the primary reason for the decrease is clearly the
acceleration in Medicare benefits (averaging about 8 percent growth per year) versus
the estimated increase in program administrative costs (abut 3 percent per year).

Using Table 2 as a basis, even with the unreported costs (see Table 1, Medicare ii),
Medicare over time looks better and better relative to the private market because private
administrative costs will likely remain roughly the same as a percentage of claims.

Why are benefits growing faster than administrative costs? There are least two reasons:
increased economies of scale and the high, and growing, cost of treating seniors.

Private Sector Economies of Scale. Certainly one reason for Medicare’s declining
percentage of administrative costs is greater economies of scale, but the private sector




"Because Medicare
serves the senior
population, its
administrative cost
ratio has an
advantage."

also can achieve economies of scale. Large employers have lower administrative cost
ratios than small employers, and not much more than Medicare.

Table 3 shows the percentages for administration, including overhead, with and without
commission, premium tax and profit (none of which Medicare pays). As the table
shows, large group administrative costs are significantly lower than the individual and
small group market — approaching Medicare’s true administrative costs, even though
Medicare is a much larger program.

Table 3
Estimated Private Market Expenses (percent of earned premium)

Admin without Commission

Commission, Premium | and Total
Market (Profits) | Tax and Profit Premium Tax | Admin
Individual 3.0% 12.5% 14.5% 30.0%
Small Group 2.0% 10.5% 10.5% 23.0%
Large Group 2.5% 8.0% 2.0% 12.5%
Composite Private | 2.5% 8.9% 5.3% 16.7%

These private market estimates will vary considerably from company to company.

However, private organizations in certain markets are required to return at a minimum a
certain amount of premium in benefits. This percentage for medical plans can be as low
as 55 percent (guaranteed renewable hospital indemnity plans) and in some cases may
exceed 100 percent (group conversion policies). However, in general, companies will
return 80 to 85 percent m average to consumers in the form of health care benefits,
which is the reverse way of saying that their administrative cost expense is about 16.7
percent.

The Underlying Distortion in Medicare’s Administrative Cost Ratio. As stated
earlier, Medicare arrives at its administrative cost ratio by dividing the amount of
money reportedly spent on administration by the amount of claims paid. Unfortunately,
that approach gives Medicare an unfair advantage. That’s because Medicare serves the
senior population, while comprehensive private-insurance policies target the under-65
population. Seniors spend, on average, more money on health care than those under 65.
As a result, the average claim paid in Medicare is higher than that for those under 65.

To use an easy example, suppose the average claim for a senior is $2,000, while the
average claim for a person under age 65 is $1,000. And suppose that the cost to
administer both claims is $100. In this scenario, the administrative cost ratio for the
private sector would be 10 percent, but only 5 percent for Medicare. In other words,
even if the administrative costs are exactly the same in Medicare and the private sector,
Medicare will look more efficient because the average claim is larger. How much
larger?

$100 Admin Costs

$ 1,000 Claims = 10% Admin Cost Ratio
$100 Admin Costs

$2,000 Claims = 5% Admin Cost Ratio




"In many states
policies sold in the
individual market are
very affordable."”

For medical costs only, excluding out-of-pocket spending, in 2003:
¢ Medicare spent $6,600 per person.
o The private sector spent only $2,700 per person.

e That means that average per-person claim in Medicare is more than
twice the average per-person claim in the private sector.

So how does that affect the administrative cost ratio? The Milliman report concludes
that when the relevant administrative costs are included in Medicare, the ratio is about
5.2 percent. If the numbers were adequately “handicapped” for comparison with the
private sector, the Medicare administrative cost ratio would be roughly 6 to 8 percent.

And there are other distortions that could affect the ratio. For example, Medicare deals
with each senior separately; there are no family policies in Medicare. Not so in the
private sector, where a large percentage are family policies. Why does that make a
difference? Because the private sector bundles the premiums in a family policy. The
cost of a four-person family policy will be significantly less than if all four were rated
separately. That practice reduces the total premium received, but has no effect on
ultimate claims costs — which negatively affects the administrative cost ratio.

The point is that even if the numbers show Medicare’s administrative cost as lower than
the private sector, variations such as higher average per-person claims could vastly
underestimate Medicare’s true administrative costs.

Higher Administrative Costs Don’t Necessarily Mean Unaffordable Policies. Do
higher administrative costs in the private sector mean that those policies are a bad deal?

Not at all. In fact, in many states policies sold in the individual market are more
affordable than the small or large group markets.” And that’s in part because state and
federal laws and regulations can have a much bigger impact on the cost of a policy than
administrative costs."’

For example, federal law requires small group policies to be guaranteed issue (i.e., an
insurer must accept any applicant, regardless of health condition). That one regulation
has been one of the primary factors behind the explosion of premiums in the smail
group market. Eight states imposed guaranteed issue and community rating (everyone
is charged the same price) on the individual market. Health insurance policies in those
states that have kept the guaranteed issue provision cost much more than policies in
most other states."’

The lesson to be learned: Lower administrative costs are good, but they can be
undermined by harmful laws imposed by Congress and the states.

Medicare’s Funding vs. Premiums and Commissions. But even if Medicare’s
administrative costs are not significantly less than the private sector’s, isn’t it still a
better deal since there are no commissions and profits?

Not necessarily. Both private insurers and the Medicare program have to obtain the
funds to pay claims. Insurers must be transparent in how they acquire, allocate, invest
and disburse those funds. Not so with Medicare.

Medicare obtains its funds to pay claims in several ways. First, it imposes a 2.9 percent
payroll tax on all income, paid half by an employer and half by the employee.”

While private insurers have to pay commissions to bring in premiums, Medicare forces
employers to collect and process its “premiums.” Those collection efforts show up in
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"Medicare also
collects 'premiums,’
but imposes those
collection costs on
the private sector and
other government
agencies."

employers’ administrative costs, not Medicare’s. Those payroll tax funds are deposited
into the Medicare Health Insurance (HI) Trust Fund, known as Medicare Part A, which
primarily pays hospital claims."

Second, Medicare also has a Supplementary Medical Insurance (SMI) Trust Fund that
covers physicians’ costs, widely known as Medicare Part B. Although this program is
voluntary, the vast majority of seniors choose to join it when they turn age 65. One-
quarter of the program is funded by a monthly premium, $8.50 per beneficiary in
2006, which is deducted from seniors’ Social Security checks.!* The other three-
quarters of Part B is funded out of the federal government’s general revenues (that is,
revenue from current taxpayers).

Finally, the Medicare trust fund operates on a pay-as-you-go basis. Money collected
from the payroll tax is paid out in current claims. For most of its 40 years, the Part A
trust fund has taken in more in payroll taxes than it paid out, producing, at least on
paper, a surplus in the account. However, the federal government borrows that money
and uses it for funding other expenses. So there are no hard assets in the Part A trust
fund, only IOUs from the federal government.

In addition, the government pays the trust fund interest on that borrowed money. But
that is just an accounting function; the government doesn’t actually transfer dollars in
the fund.

Part B, by contrast, draws on federal revenues. In 2004, Medicare beneficiaries paid
$31.4 billion in premiums and $100.9 billion came from general revenues."’

How much do all of those Medicare taxes, collection efforts and interest really cost?
We don’t answer that in this study, but it’s a lot. And when added on to an accurate
calculation of Medicare’s administrative costs, it is very hard to claim that Medicare is
more efficient than the private sector.

Conclusion. Medicare at first glance appears to have lower administrative costs than
the private sector. But there are several caveats that make untenable an easy
comparison between Medicare and the private sector — as private sector critics like to
do. Most of what are considered administrative costs in the private sector are not
captured by official Medicare accounting. So the investigators in this study tried to
estimate how much it would be from other parts of the federal budget.

Second, there is an assumption that administrative costs are bad. The fact is that only
inefficient administrative costs are bad. Insurers regularly scrutinize claims forms and
check with health care providers if they find an error, discrepancy or what they believe
to be an unnecessary treatment. That raises administrative costs, but it also lowers
claims costs. That is a benefit for those insured because it helps keep premiums lower.

Moreover, that regular scrutiny has an impact on providers’ behavior, helping to
discourage the small percentage who might try to game the system to increase their
income. In other words, efficient administrative oversight alters behavior, and the cost
is almost certainly recovered in lower premiums.

Finally, because Medicare on average pays out more per claim, it distorts the
administrative cost ratio. If both the private sector and Medicare paid aut roughly the
same on a per-claim basis, private sector hard administrative costs would likely be
close.

However, the issue is not and should not be which segment, private sector insurers or
government-run plans, has the lowest administrative costs. The issue should be which
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does the best job of providing quality health insurance coverage for the best price.
When one looks at all of the money pouring into Medicare, even with the price controls
imposed by the government, the answer has to be the private sector.
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APPENDIX

Methodology

The calculations shown above are based on the methodology as described here.

¢ Medicare Administrative Costs: This represents reported costs of
administration a given in the Federal budget plus an estimate of unreported
administrative costs based on a functional analysis of Federal budget costs

related to fiscal year 2003.

. Private Market Administrative Costs: This is based on our experience and

judgment. All administrative costs include allocations of overhead.

Assumptions Used

* Administration for Years Other Than 2003: In estimating administrative
costs for years prior to 2003, we used actual reported costs for 1965 through
2003. For unreported costs from 1965 through 2003, we used the ratio of
unreported costs to reported costs for 2003 and applied this percentage to the
reported costs in those years to estimate the unreported costs. For years
subsequent to 2003, we used government projections as availabk through 2009,
and a 3% trend thereafter, consistent with government trends from 2003

through 2009.

. Projections of Medicare and Federal Expenditures: Based on government
estimates through 2009 (using estimates at the close of fiscal year 2003) and
projected annual increases after 2009 as applied to fiscal year 2009. These
increases are consistent with the annual increases estimated for 2003 through

2009, unless otherwise noted:
a. Total federal expenditures: 5% annual increase for all expenditures
b.  Administrative expenses: 3% annual increase

c. Medicare claims: 8.1% annual increase
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Table 4

Calculation of Medicare Administrative Costs

(in millions)

Allocation of Federal | Assumed Allocation
2003 to Medicare Expense Percentages
Total Federal Budget $2,157,637 )
Medicare Benefits 266,890 $5,168 Non-allocated, direct
expenses

Medicaid Benefits 160,700
Other Health 58,383
Allocated Administration 10,976 5,504 50.1%
Executive/Legislative 22,987 3,344 14.5%
Judicial (non-correctional) 6,804 990 14.5%
Total NA $15,006

Source: The Budget of the United States Government Fiscal Year 2005 and our judgment

Table S

Private Industry Assumed Expense Summary by Market and Function

Administrative Costs Small Large Total as a % of
by Market Individual Group | Group | Earned Premium
Overhead, Miscellaneous 2.0% 2.0% 1.0% 1.3%
Issue Underwriting 3.0% 1.5% 1.0% 1.3%
Actuarial 1.0% 1.0% 0.5% 0.7%
Record Keeping, Policy 1.5% 1.5% 1.0% 1.2%
Service, Compliance
Claims 3.0% 3.0% 3.5% 3.3%
Development, Eligibility, 10.5% 9.0% | 7.0% 7.8%
and Enrollment Subtotal
Commission 12.5% 8.5% 1.0% 4.0%
Marketing (non-commission) 2.0% 1.5% 1.0% 1.2%
Profit 3.0% 2.0% 2.5% 2.5%
ge'l‘)‘t"% f‘ Cost of Capital 17.5% 120% | 4.5% 7.6%
ubtota
Total (excluding taxes) 28.0% 21.0% 11.5% 15.4%
Premium and Other Tax 2.0% 2.0% 1.0% 1.3%
0,
;;’:2:&1;‘ 7 of earned 30.0% 23.0% | 12.5% 16.7%
Total Without Commission
’ 12.59 10.5° 09 .99
Premium Tax & Profit 5% 0-5% 8.0% 8.9%
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Table 6
Private Industry Expe nse Summary by Market and Function

(billions of dollars)
Administrative Costs by Small Large
Market Individual Group Group Total
(A) Health Costs Only $44 $110 $323 $477
(B)  Costs Covered by 80.0% 85.0% 90.0% 88.0%
Insurance (%)
(C) Total Covered Costs
§35 $93 $291 $419
(A)x (B)
Total (as a % of premium Y
: 0% 12.59 .09
from Table- 3) 30.0% 23.0% 5% 17.0%
(D) Total Premium
- [\)
[1 — total (as a % of $50 §122 §332 $504
premium from Table
R
(E) Administrative Costs
$15 $29 $41 $85
(D)~ (C)

Source: EBRI, Statistical Abstract, Milliman Health Cost Guidelines, our judgment
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Notes

'To take a popular example, when the NBC series “The West Wing” broadcast its live
“presidential debate” (Nov. 6, 2005) between Democratic candidate Rep. Matt Santos (Jimmy
Smits) and Republican candidate Sen. Arnold Vinick (Alan Alda), Santos claimed that the
private sector spent 25 percent of revenue on administrative cost, while Medicare spent only 2
percent.

% See, for example, the U.S. General Accounting Office (now the Government Accountability
Office): “If the U.S. were to shift to a system of universal coverage and a single payer, as in
Canada, the savings in administrative costs [10 percent of health spending] would be more than
enough to offset the expense of universal coverage.” “Canadian Health Insurance: Lessons for
the United States,” ref no: GAQ-T-HRD-91-35, June 4, 1991.

3 “Rhetoric vs. Reality: Comparing Public and Private Health Care Costs,” Mark Litow and
CAHI’s Technical Committee, Council for Affordable Health Insurance, 1994,

* The study is entitled “Medicare vs. Private Health Insurance: The Cost of Administration” and
can be found at www.cahiorg.

S While the views of this report are the Council’s, we have tried to accurately represent the paper
prepared by Mark Litow and have had our conclusions reviewed by him to ensure that we have
not misrepresented his findings. In some cases, we pull directly from the original study.
Nevertheless, the reader is encouraged to examine the original paper for further detail and
discussion of the methodology.

6 Several years ago | was quoted in a Reader’s Digest article on Medicare saying that because
Medicare insulates seniors from most of the cost of health care, they are less concerned about
what the bills actually cost. I received about a dozen calls from seniors across the country who
let me know hat they had noticed that the doctor or hospital had charged Medicare for
something they did not receive, and that they had called Medicare to say the bill shouldn’t be
paid. Every one of those seniors told me that Medicare’s response was not to worry about it, the
bill had been paid anyway.

In addition, we have a personal friend who received a copy of a Medicare bill for her husband —
a year after he had passed away. She called Medicare but was told the bill had already been
paid. The typical private sector insurer would have caught that discrepancy.

7 The Office of Inspector General at HHS publishes a semiannual report detailing the

department’s efforts. According to the one released in December 2003, covering April 1 to Sept.
30, 2005:

“For fiscal (FY) year 2003, the Office of Inspector General (OIG) reported savings and expected
recoveries of mearly $35.4 billion: $32.6 billion in implemented recommendations and other
actions to put funds to better use, $1.2 billion in audit receivables, and $1.6 billion in
investigative receivables.

“Also for this fiscal year, OIG reported exclusions of 3,806 individuals and entities for fraud and
abuse of Federal health care programs and/or their beneficiaries; 537 criminal actions against
individuals or atities that engaged in crimes against departmental programs; and 262 civil
actions, which include False Claims Act and unjust enrichment suits filed in district court, Civil
Monetary Penalties Law settlements, and administrative recoveries related to provider self-

disclosure matters.” {http://oig.hhs gov}
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® Litow uses a 2 percent estimate for premium taxes.

° For example, go to ehealthinsurance.com, put in some nformation about yourself, including
zip code, and people in most states will see a wide range of policies with varying deductibles,
copays, coverages and prices.

10 For example, state-mandated benefits can significantly increase the cost of a health insurance
policy. See “Health Insurance Mandates in the States: 2005,” Council for Affordable Health
Insurance, January 2005.

! Eor a full discussion of the impact of guaranteed issue and community rating on those states,
see Conrad F. Meier, Destroying Health Insurance Markets: How Guaranteed Issue and
Community Rating Destroyed the Individual Health Insurance Market in Eight States, Council
for Affordable Health Insurance and The Heartland Institute, 2005.

12 While the Medicare payroll tax is on all earned income, the 12.4 percent payroll tax that funds
Social Security applies to only the first $94,200 of earned income in 2006.

'3 When people talk about the financial solvency of Medicare, they are usually referring to the
Part A trust fund, ignoring the federal funds required for Part B.

14 «2005 Annual Report of the Board of Trustees of the Federal Hospital Insurance and Federal
Supplementary Medical Insurance Trust Funds,” March 23, 2005, Table IIi. C6, p. 82. The
Medicare Part B premium for 2006 is $88.50 per month. Premiums for the disabled are higher.

15 Ibid., Table III. C1, p. 74.
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Frend Factors: T'he percentage of increase nsed by an actuary o
cetlecr the projeced rise in healeh care coses ovenill, Calenla-
uon tacrors dso ndude inflacion, udlizadon, technology
and geographic area.

Underwriting: | e pracrice of assessing risk and assigning premi-
ums, on either a group or individual busis. In some cases, it

may lead o denial of coverage.

Uninsurables: High-risk uninsured persons whose medical con-
dicionts) precludes them from buying healch insurance.

Waiting Period: Time period before one is eligible for benefits.
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Guide to Health
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The good news this past year is that we have seen
health insurance costs start to moderate. Milli-
manUSA’s survey of HMO and PPO insurance
carriers shows increases of 8%—a marked
improvement over the double-digit increases of
the past few years. Better still, the survey also
found that high deductible PPO plans increased
only by 1%.

While an 8% increase in costs is an improvemént,
health insurance premiums continue to be
unaffordable for many Americans. Not
coincidentally, the number of uninsured
Americans has also continued to grow, to 45.8
million people in 2005 —matching the 15.7%

uninsured rate in 2004.

States have also been feeling a budget crunch as
desperate people turn to state Medicaid and public

health care systems-

a problem exacerbated by
governors who propose to increase the role of
Medicaid. That means state legislators are looking

for solutions— now.

Are there things states can do to keep health

insurance accessible and premiums affordable?



Are there ways o expand choice and availability of
insurance plans? Can a state appropriately regulate

the health insurance industry —ensuring consumer
protections-—without harming the markee? Can

states solve the problem of the uninsurable?

The answer to all these questions is yes, and this

Guide can show you how.

Here you will find many of the issues confronting
the health insurance market and its consumers. We
have summarized each issue, highlighted actions
already taken by states, and offered possible
solutions. We have also included a glossary that
explains a number of industry terms. We invite you
to use this Guide as a starting point for your
deliberations and proposals. And call us. We can
expand upon the issues and the ways in which our

solutions can help you deal with each of them.

Now is the time to act. You have a mandate from
your constituencies to tackle health insurance
problems. The Council for Affordable Health
Insurance exists to help you find solutions. Use this

Gude, and use us, too.

For further information contact .12 Wieske,
Director of Stute Affairs. Council for Affordable
Health Dnsurance (CAHT), at 920-499-8803.

Risk Adjustment: Correction of capitation of fee rares based
apon factors that can cause an increase in medical costs such
15 age or sex. tna broader conresr it is che atempt o com-
pensate fsurers that ke on 1 disproportionate share of

those with medical conditions.
Risk: Chance of incurring financial toss by an insurer ot provider,

Self-Insurers: Employers, businesses and other ennities that chose
to direcdly assume the risk of their beneficiaries (usually

emplovees).

Specified Disease Insurance: Specitied discase insurance, which is
not available in sonie states, provides benefits for only asin-
gle disease, such as cancer, or for a group of specified dis-
cases. Benefits are usually timited to payment of a fixed
amount for each tvpe of treatment.

Standard Risk: Person who, according o an insurer’s underwrit-
ing standards, is entitled o purchase insurance without pay-

ing an extra premium or accept special restrictions.

Stop-Loss Insurance: Protection purchased by self-insured and
some managed care arrangements against the risk of large

losses or severe adverse claims experience.

Stop-Loss Limit: Also known as an “out-of-pocket limit.” A dollar
amount the insured must pay betore the health plan starts
paying 100% of covered expenses.

Subrogation: The practice of a sccondary insurer collecting from a
primary insurer for claims paid. A health insurer nxay pay the
claims of an insured who is hurt in an auto accident and
then “subrogate” againse the auto insurance carrier to

recover the cost of those paid claims,

Substandard Insurance: [nsurance issucd with an extra premium
or special restriction to persons who do not qualify for insur-

ance at standard rares.

Substandard Risk: Persons who cannot meet the healeh require-

ments of a standard health insurance policy.

Fhird-Party Administracor (TPA): An outside person or firm
which provides specific administrative duries (including pre-
mium accoundng, claims review and payment, arranges for
urilization review and stop-loss coverage) for a self-funded

plan.

Third-Party Payment: The practice of an insurer paying providers
directly for services rendered to an insured. as opposed to an

indemnity contract which pays rhe insured person for che

losses incurred.



Pre-certification: Unlizanion nunagement program dhat requaires
the individual or provider o nodty the invurer before hospi-
talization or surgical procedure, Notificanon allows the
insurer ro authonze and w recommend alternate courses of

action,

Pre-existing Condition Clause: A «lause in an insurance contract
that specities if beneties witl or will not be paid for 4 pre-
existing condition. Addidonally, the clause may linvie the
benetit payable for trearment of pre-existing conditions unul
a certain time pertod of coverage has elapsed. usually six

months to 1 year.

Pre-existing Condition: A medical condition or diagnosis which
existed (or tor which treatment was received) before health
insurance coverage began. Serious pre-existing conditions
ofren lead to limited coverage (i.e., medical riders) or denial of

Coverage.

Preferred Provider Organization (PPO): Managed care arrange-
ment consisting of a group of hospirals, physicians and other
providers who have conrracts with an insurer, employer,
third-party administrator or other sponsoring group to pro-

vide health care services to covered persons.
Premium Tax: A state sales tax on insurance premiums.

Premiums: Periodic payment to keep an insurance policy in

force.

Reasonable and Customary: The maximum amount a plan or
insurance contract will consider eligible for reimbursement,

based upon prevailing fees in a geographic area.

Reinsurance: The transfer of part of the insurance risk—.along
with part of the premium —-ro another tasurer or insurers.

Reserves: A specific amount of money prefunded and set aside to
assure adequate funds to cover future claims. Both insurance
companies and seltinsured emplovers must “reserve” in

order to preserve cash How and pratect solvency.

Retention: The porrion of the insurance premium which is allo-

cated for expenses, administration, commissions, risk

charges and profic.

Regulating the Health

Insurance Market

Anyone who seeks to understand the health
insurance market finds that it is complicated.
Even more problematic is that it seems regulation
tunctions much like a balloon—squeeze one end

and the other end becomes bigger.

Throughout this Guide we discuss a variety of
issues facing policy-makers, including new ways
to expand access to affordable health insurance.
We also discuss the most important safeguards for

CONSUMEIrs.

We believe many consumer protections are
vital, but legislators and regulators need to set pri-
orities. Some protections are more important than
others. Listed below are what we believe are the

most Vi[:ll consumer pmtections.

1. Keeping health insurers solvent— Consumers
have purchased insurance policies for finan-
cial protection—a hedge against risk—and
insurance companies should be chere when
needed. Appropriate solvency standards ensure
that companies will have the financial means
to pay claims when they are due. Financial
statements provided by insurers should follow

uniform standards and be clear and consistent.




2. Paying claims appropriately-———lnsurers

should be obligated to pay every penny chey
owe, but not one penny more. Regulators
should review appeals seriously, buc understand
that the consumer is not always correct—no
macter how heartbreaking che scory. Insurers
have an obligation to pay claims in a timely
manner, consistent with a review of all appro-

priate policy terms and conditions.

Objective health insurance rate review—An

objective review of health insurance premium

rates — based on a loss-ratio standard—ensures

premiums that both are fair to policyholders

and protect the solvency of the health insurer.

Treating policyholders fairly — Consumers

face a host of issues ranging from pre-existing

condirtion limitations and late payment issues to

the appeals processes. Consumers should be able

to expect that insurers will treat thern fairly and

consistently and according to the policy terms

and provisions.

5. Eliminating fraud — Insurance policies con-

rain many provisions that protect consumers

and insurers from the costs of fraud. Insurance
companies need time and the fegal righes to

find and eliminate fraud.

Network Providers: Timirted panels of providers in 2 managed
care arrangement. Health plan cnrollees nuay be required
ase only nenwork providers or, it allowed to go outide dhe
neework, must bear 4 larger portion of the cost for medical

SCEVICEs.

Noncancelable Policy: A policy that can be mainained through
timely payment of the premiums until the policyholder
decides to change. The insurer may not unilaterally change any

provision of the in-force policy, including premium rates.

Non-Network Providers: Noacontracted or unapproved health
providers who are outside a nunaged care arrangement.

Out-of-Pocket Expenses: Those healeh care coses thar muse be
borne by the insured.

Out-of-Pocket Maximum: The maximum amount that an insured
is required to pay under a plan or insurance coneract.

Peer Review: Traditional quality assurance program composed of
medical professionals who monitor care and investigate
adverse outcomes. The goal of peer review is to find and
correct medical practices that do not conform ro the
standard of care.

Per Diem: Literally, per day. Term that is applied to derermining
costs for one day of care. lt is an average cost and does not
reflect true cost for cach patient.

Point of Service Plans (POS): An HMO that includes che ability
to go out-of-plan to receive services on a case-by-case basis,

like a PPO.

Policy: Legal document or contract issued by the insurer to the
insured person that contains all the conditions and rerms of

insurance.

Pool(ing): Used by insurance companies to combine all premi-
ams, claims and expenses in order to spread the visk of insur-

ANCE COVErage.

Postability: The ability of an insured employee to retain his policy
ster leaving an employer. COBRA akso provides a type of
portability in that qualified former amployces can continue
fo pay premiums themselves and maincain their insurance for 4

linited period of dime.

Pre-authorization: Provious approval required for a referral co a

specialist or nen-emergency health care services.



Medical Necessity: Term tused by insurers o describe medival
treatment that is appropriace and in accordance wirh

venerally sccepeed standards of medical pracace.

Medicare Part A (Hospital Insurance): Federal healdh insurance

program primurily for seniors age 65 and over that covers
medically necessary inparient care in a hospinal, skiled
nursing facility or psychiatric hospital, and tor hospice and
home health care. The program is funded by 4 2.9 percent
payroll ux.

Medicare Part B (Supplemental Medical Insurance): Federal
health insurance program primarily for seniors age 65 and

over that covers medically necessary physician services and

many ocher outpatient medical services and supplies not cov-
ered by Part A The program is funded by charging partici-
panrs a monchly premium and by general tax revenues.

Medicare: Federally sponsored program under the Social Securiey

Act that provides hospital benefits and medical care to per-

sons 65 years of age and older and w some younger persons
(usually disabled or who have kidney failure) who are covered
under Social Security benefits.

Medigap (Medicare Supplemental Insurance): Medigap insur-

ance is specifically designed to supplement Medicare’s bene-

fits and is regulated by federal and state law. It must be

clearly identified as Medicare supplemental insurance and it
must provide specific benefits that help fill the gaps in

Medicare coverage.

Mental Health Services: Behavioral health care services thae may
be provided on an inpatient, outpatient or partial hospiraliza-

rion basts.

Moral Hazard: The idea thar insured persons are more likely 1o
engage in risky behavior or use covered services because they
are insured and therefore insulared from bearing the full cost

of cheir actions.

Multiple Employer Welfare Arrangement (MEWA): An

employee welfare arraneentene designed o provide henefis
B be) o

o emplovess of two or more emplovers.

National Association of Insurance Commissioners (NAIC):
National organivation of state officials charged with regu-

lating insurance. NALC was formed o proside nagional uni-

formity o insurnce regulations.
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Issues Facing
State Legislators

ASSOCIATION GROUP BUSINESS
Insurance sold through an association to its
members. Also known as “ouc-of-state” group insurance

because the insurer may not be located in the state.

Most associations provide their members with a variety
of benefits. For example, the American Automobile
Association (AAA) provides its members with towing
insurance, travel discounts, travel planning service,
access to auto and life insurance, and many other
benetits. Association benetits are used, in part, to attract
new members to the association. Better benefit packages

lead to better retention and increased membership.

As a result, associations spend a great deal of time and
effort in designing attractive benefit packages. The
packages often include discounts on a variety of services
and insurance products— including health insurance.
After designing the benefit package with the health
insurance company, the association makes the
individually underwritten health insurance plans
available to all of tts members on a non-

discriminatory basis.

Not only has association group insurance been valu-
able to associations, it has proven valuable to con-
sumers as well. While most nonelderly Americans
(those under age 65) obtain coverage from their
employer, many do not have access to employer-based
coverage. Millions of consumers nationwide have
tirned to the association group market for their
health insurance. Association group insurance pro-
vides a valuable alternative to the domestic marker in

1 number of states.



[n response, statutes and regulations in 16 states guide
the advertisement, sale and administration of these
insurers and policies. Most states have already passed
laws that define the types of groups through which health
insurance plans may be sold (including assoctation
plans) and the rules governing the groups. The National
Association of [nsurance Commissioners’ “Group
Health Insurance Definition and Group Health Insur-
ance Standard Provisions Model Act” also recognizes
association group insurance and contains provisions

that have been the model for many state laws.

Note: Association group insurance is often confused
with Association Health Plan (AHP) legislation being
considered in Washington. They are two separate
approaches. Associations can already sell insurance if
they are using a licensed insurance company to under-

write the policies,

SOLUTIONS: Association group insurance helps lower
the cost of providing health insurance and provides a
valuable option for millions of Americans without
access to employer-based insurance. Association group
insurance should continue to be protected from
requirements like rate regulation and mandates that
will further complicate the sale of these policies and
increase costs. Additionally, associations should be
permitted to offer health insurance coverage to their
members across state lines without having to meet the
burdensome filing and approval regulations for every
stare, so long as the association plan is based inan
NAIC-aceredited stare. States should also reduce
unnecessary regulations on both association plans

and in-state individual plans.

Indemnity Insurance: | lealth insurance policy that pavs predeter-
mined benetis to the insured for covered services. In essence,
the insured s “indemnified” for a loss. Tradidonally, the
insurer pays on a fee-for-service basis and plays oo role in the

actual delivery of health care services.

Individual Insurances A policy purchased by the insured which
provides protecrion to the policybolder and/or family mem-
bers. Also referred o as dhe “individual market.”

Induced Demand: Similar o “moral hazard,” this is the idea
that once someone is insured, he will be more likely
consume possibly unnceded medical services or products

because the insured pays lictle or nothing for the services.

Insurance: Risk management plan that, for a price, assumes some
or all of the insured’s risk of serious financial toss if a covered

CVENT QUlurss.

Lapse: Termination of insurance coverage for failure to pay
premiurm.

Lifetime Aggregate or Maximum: The maximum benetit
payment provided under an insurance contract. Health
insurance policies often carry a $1 million to $2 million
lifetime aggregare.

List Billing: The practice of an employer enabling employees to
purchase individual insurance coverage and paying for it
themselves through payroll withholding, with the employer
simply acting as a conduit for those premium payments.

Loss Ratio: The rario of claims to premiums (claims divided by

premiums).

Major Medical Expense Insurance: Insurance that provides
benelits for most types of medical expenses up o a high
maximum benefit. Such contracts often contain internal

limits and usually are subject o deducribles and coinsurance.

Malpractice: Unprofessional, incompetent or inappropriate

medical care.

Managed Care: Health care delivery arrangements that are
designed to control health care costs and improve utilization

of services.

Medicaids State programs, supported by tederal marching funds,
that provide health insurance and other public health

assistance to qualified low-income persons.




Gatekeepers: Uually 4 primury care phvsidan i m HIMO who

determines the parient’s acces o furdher reatment and specialises.

Group Lasurance: Policics sold 1o more than one person, wsually at

the place ot emplovmene.

Guaranteed Issues ['he requirentent that urers accepe all appli-
canes regandless of their healdy saarus,

Guaranteed Renewable: Phe requirement that insurers renew 4
policy ar the end of a specified dme if the insured chooses w

do sa.

Health Alliances: Flealth Alliances, or Lealeh Insurance Purchas-
ing Cooperacives (HIPCs), are ste-sanctioned entities whose
primary purpose is to acgotiate with healeh plans to provide

coverage at competitive prices to members of the alliance.

Health Insurance Purchasing Cooperatives (HIPCs): Sce
Health Alliances.

Health Maintenance Organization (HMO): An organization
thar provides a wide range of comprehensive health care
services for a specitied group of enrollees for a fixed, prepaid
premium. There are several models of HMOs: Group Model,
Individual Practice Association (1PA), Staff Model and Net-
work Model.

Health Insurance Portability and Accountability Act (HIPAA):
A 1996 law intended o make employer-provided health
insurance more “portable” by allowing continuously covered
employees teaving a company to ger coverage from a new
employer or in the individual market without having ro wait
through an exclusion period. HIPAA abso establishoed guaran-
teed issue in the small group marker and included a Medical

Savings Account demonstration project.

Hospital Indemnity Insurance: Health insurance thar provides a
stipalated daily, weekly or monthly payment co an insured
person during hospital continement, without regard to the

actual aceraed expenses.

Hospital Medical Insurance: Covernge that provides benetin for
the cost of any or all hospital wervices normally coverad

under various healdh care plans,

=~
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GRrOUPr OF ONE

[egislation or regulation that states thac one person

BUSINESS

consgirutes a “group” for purposes of purchasing healeh
insurance. Usually requires insurers to guarantee

issue the policies (i.e., insurance carriers must take all
applicants, regardless ot their health conditon) and
charge everybody the same amount (i.c.. community

raiing).

Webster's Dictionary defines “group” as “two or more
figures forming a complete unit in a composition.”
Thus by definition a group of one is impossible. Group
policies function differendy trom those in the
individual market, and currently fall under different

laws and incur difference administrative costs. As a

result, there is an additional cost o insuring individuals
in the group market, which cost is borne by the

small groups

Additional administrative expenses are not the only cost
that true small groups are forced to subsidize when a
state mandates a group of one. Because the Health
Insurance Portability and Accessibilitcy Act (HIPAA)
requires guaranteed issue in the small group market,
groups of one have the option of choosing the more
expensive small group market or purchasing cheaper
non-guaranteed issue plans in the individual market.
Clearly, individuals who do not meet health insurer
standards in che individual market will choose to
purchase guaranteed issuc coverage as a group of one.
This development leads to a problem known as
“adverse selection,” which means a group ot one will

rend o be sicker and cost more to insure.

The net result of mandating a group of one is that
applicanes can game the system, leading to increased
administracive and claims costs for the small group
market. Over time. they make the small group market
anatfordable for many small groups.



SOLUTIONS: Keep the individual and small group
markets separate and distince. They serve two ditter-
ent populations. It a state has conjoined the two, pro-
pose legislation that separates them. Thar will allow
both markets to function efficiencly and thereby keep
health insurance accessible and affordable. In order to
solve the problem of the uninsurable, please see our

discussion of high-risk pools.

CLEAN Craims Laws/ProMPT Pay Laws
Laws intended to compel health insurers and health
plans to be prompt in their reimbursement of health
care providers. Clean claims laws generally define what
information the insurer or health plan may request in
order to process a benefic cliim. Prompr pay laws
usually define what constitutes a clean claim and
specify the amount of time an insurer or health plan

has to pay a claim.

Clean claims laws seek to balance the dual obligation of
insurance carriers to pay claims both accurately and
quickly. While the majority of claims (in most cases
more than 50%) are paid electronically in fewer than
10 days, there are a few kinds of claims that may
require more scrutiny. Complicated or rare procedures,
pre-existing conditions and suspicious looking claims
that may be fraudulent may require additional
investigations. If carriers do not have the time
appropriately investigate these kinds of claims, they will
have to pay them anyway. However, actuarial
underwriting is based on accurate claims expectations.
If insurers are paying higher claims than they should,

higher premiums may result.

Employee Retirement Income Security Act of 1974 (ERISA): A
federal law that originally set minimum ~candards for tund-
ing, vesting and eemination of employer-sponsored pension
and health benefies plans. ERISA applics o adt emplovers,
except church and government employers. Imporcantly,
ERISA preempts all state Jaws char “relate to” an employee
welfare benefir plan. But it “saves” from preemption those
state laws that regulate the business of insurance, and ic
“deems” that an employer providing benetits is not in the busi-
ness of insurance. Large employers are advantaged ONLY
because they are better able to self-fund and bypass using an

insurance company for their benefis.

Evidence of Insurability: A procedure used w review factors con-
cerning a persons physical condition and medical history.
From this information, the plan or insurance company evalu-
ates whether and at what rate the applicant can be oftered
coverage. (see “Underwriting”)

Exclusionary Medical Waiver (Rider): An amendment to insur-
ance contracts limiting or excluding coverage for certain
medical conditions. For example, an insurer mighe place 2
rider on the policy of an applicant with hypertension,
excluding payment for high blood pressure drugs.

Experience Rating: Process of determining the premium rae for a
p
group based wholly or partially on thac group's claims experience.

Explanation of Benefits (EOB): A document sent to an insured
when the plan or insurance company handles o claim. The
document explains how reimbursement was made or why
the claim was not paid. The appeals procedure should be
outlined ro advise the insured of his/her rights if there is dis-
satisfaction with the decision.

Fee Schedule: A method of paying benefits that relies on a tixed-
dollar armount for each service rendered.

Fee-for-Service Reimbursement: Merhod of payment for cach
visit or service rendered. Unlike a Fee Schedule, FES pay-
ments may vary according to a providers own charges or
through a “Usual, Customary and Reasonable” standard of

pay ment.

Flexible Spending Accounts: Special accounts authorized under
Section 125 of the Internal Revenue Code and typically funded
by an employee’s salary reduction to help pay certain expenses
not covered by the employer’s plan or insurance contrace.
Because FSA deposits escape federal income raxes, participants
can pay for medical care with pretax dollars, but they forfeit

any unused funds at the end of cach calendar year.




Conversion Privilege: A concracenal dght given o an insured
person whose group coverage terninuies sa that person is
able to converr o an individual policy wichour providing

evidenee of insurabilioy

Coordination of Benefits (COB): Mcthod of tntegrating benetits
payable under more than one health fnsurance plan so thac
the insured’s benefits from alt sources do not exceed 1009%
of atlowable medical expenses or ehiminate incentives o con-
tain Costs.

Copayment: Usually a fixed-dollar amount an insured s required
to pav o receive services, Le., $10 for a doctor’s visit, $15 for
1 prescriprion.

Co-insurance: Most policies require the insured to pay some
portion of the health care bills. A evpical arrangemenc is thac
the insurer pay 80% and the insured 20%. up to $5,000
out-of-pocket. After hitting the maximum out of pocket
limir, the insurance company pays 100% of covered
expenses during the remainder of the calendar year, up to
any maximum limits of the policy.

Cost Shifting: The shifting of health care costs from those who
are uninsured or whose insurers pay very litde {(such as
Medicare) to other payers, usually those who don't have the
advantage or large managed care or government-negotiared
discounts.

Covered Expense(s): An expense that will be reimbursed according
to the terms of the plan or insurance contract,

Deductible: 'I'he amount of covered expenses that the insured
muse pay before a plan or insurance contract starts to reim-

burse for cligible expenses.

Duplication of Coverage: Coverage under two or more policies
for the same potential loss. (see also, Coordination of Benetits)

Eligible Expense(s): The portion ol a healeh care provider's serv-
ices that are covered for payment under the terms of the

health plan or insurance contract.

Paving inappropriate claims is only parc ot the
problem. Narrow time frames also increase
administrative expenses by requiring more statf to
process the claims, request retunds from providers who
were overpaid, and process appeals from patients whose

claims were underpaid.

A number of states have passed restrictive taws, only to
find chat their solutions have created more problems.
For example, Texas passed a restrictive law that required
ALL claims be paid within a specitied time frame (30
days for electronically submitted claims, 45 days for
paper claims) with no exceptions. Instead of
appropriately investigating the claim, insurers were
required to pay the claims and then try to get any

overpayments back from providers.

The law was a disaster. One company that processed
more than 45,000 claims over a 20-month period paid
all but 17 within the required time. For those 17 late
payments (which amounted to .04% of all claims
processed) the company was fined $60,000. Insurers’
administrative costs began to rise as a result, which
began to push up premiums. Clearly, the 100%

standard was unworkable,

Texas repealed the law and created a slighdy more
reasonable 98% time frame. Other states have designed
more successful claims payment standards. For example,
Mississippi and Florida have established a standard of
95% of submitted claims paid within a certain amount
of time of receipt by the insurer. These compromises
balance the need for prompe claims payment with
insurers’ need to appropriately investigate complex

claims.



SOLUTIONS: States concerned about delayed reim-
burserents should adopt the 95% standard o balance
health care providers' need to be reimbursed quickly
with insurers’ need to guarantee thac the reimburse-
ments are accurate. Time frames also should allow a
limited number of exceptions for claims requiring
addicional information and should specity how long

providers have to send the needed tnformation.

CLOSED BLOCK
When a group of health insurance policies (also known
as a “block™) is no longer being, sold to new clients in

the individual market, it is known as a “closed block.”

Individual health insurance is a complicated market
and has become very volatile— particularly for smaller
carriers. Problems faced by insurers include adverse
selection (since individuals can conceal health risks in
order be approved), persistency (individuals rarely own
their policy for more than a couple of years), and
guaranteed issue requirements for those who move
from group to individual coverage, required by the
Health Insurance Portability and Accountability Act of
1996 (HIPAA). Insurers also understand that the
longer individuals keep their policy, the more costly it

will be to cover their health care needs.

To keep prices as low as possible tor everyone, insurers
have o continually attract new individuals. They do
this in a variety of ways. One common way is to credte
newer plan designs that appeal 1o ever-changing
consumer tastes. Separating the claims experience of the
new plans from older plans (creating two separate
blocks of policies with two different claims experiences)

leads o lower rates on the new plans. If the insurance

Glossary of Insurance Terms

Adverse Selection: The tendency for people with greater needs
be more likely to sign up tor insurance, or enroll in one
plan over another, resulting in 1 health insurance pool con-
taining a disproportionate share of people with medical con-
ditions. Such 1 situation leads to higher premiums, which

will drive healthier people out of the pool.

Ambulatory Care: Medical services provided on an ourpaticnt
(nonhospitatized) basis. Services may include diagnosis, oreat-

ment, surgery and rehabilitaton.

Ancillary Services: Health care services conducted by providers
other than physicians and surgeons. These services can inctude
such services as physical therapy and home health care,

Annual Benefi: Maximum amount paid for specific medical services
or total medical services in one year.

Assignment of Benefits: T'he pracrice of a beneficiary instructing
an insurer o pay benetits directly w the provider of services.

Balance Billing: The practice when medical care providers
(such as doctars, hospitals or other medical practitioners)
bitl the insured for the portion of the bill nor paid by the
insurer. The practice is prohibited by Medicare and some
managed care companies.

Beneficiary: The person entitled to receive beneties under a plan,
including the covered employee and his or her dependents.

Benefit: Amount payable by the insurance company o a claimang,
assignee or beneficiary when the insured suffers a foss.

Claim: Demand on the insurer by an insured person tor the pay-
ment of benefirs under a policy.

COBRA (Consolidated Omnibus Budget Reconciliation Act of
1985): A federal law thar requires employers with 20 or
more employees who offers health insurance w attow efigi-
hle employees leaving the company fand theircovered
dependents) ro conrinue their coverage, asually for up to 18
months, if the employees pay the premiums {up to 102%)

themselves.

Community Rating: The idea thac an insurer should charge
every insured the same premium regardless of age, gender,
seographic Jocation or health satus.
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Tnsurance, by 168 very NAire, ssesses cisk, Distinctions
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- e aceurare pricing of the fnsurance protecton sou 1ht.
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dendficaton and actuarial analysis of Factors such as

- age, geographic locauon, healeh status and lifestyle
- choices permit insuUrdnce COmpanics © charge
appropriate and generally lower prices tor health

" insurance coverage.

Underwriting is imporgant for three reasons. First, tois

the ouly way to properly assess how much a person
should pay. Without it some people are undercharged

while others are overcharged. In addition, underwriting

forces people to take responsibility for their actions.

While many medical conditions arise through no faule

of one’s own, others are a direct result of lifestyle and

personal choices. Finally, anderwriting helps to keep

prices low for those who are likely to have the fewest

claims. These people, estimated to comptise more than

65% of the insured population, help to subsidize the

cates for those wich serious medical conditions.

SOLUTIONS: Laws that severely limit underwriting

should be rejected. States may also want to commis-

sion a stdy comparing health insurance rates and
availability in states with underwriting and states

without 1t.

carrier stops sclling new policies for the older block, the
block becomes a closed block, While closing a block ot
policies ensures that the rawes of new policies are low, 1t
Also can resule in an increasing rate for the closed block
{because younger and healthier people will no longer be
pooled in i0). Over time, the closed block will
experience more frequent and higher claims, which
drives up premiums. Higher premiums, plus people
leaving the block for other reasons (e.g., they find other
coverage, turn 65 and join Medicare, etc.), means the
pool gets smaller and smaller and costs go up (because
there are fewer people to share the costs). As a result,
opponents of this process believe that it is not fair to

have any closed blocks.

However, it is clear that allowing carriers to close blocks
keeps overall insurance rates lower for as many as
possible. Carriers opening new blocks are able to keep
those rates low, attract new business, and decrease the

number of uninsured.

The American Academy of Actuaries (AAA) underrook
1 review of the possible solutions to this issue. Tt
attempted to balance the needs of individuals who were
in closed blocks with the need to keep prices as low as
possible. Some of the Academy’s possible solutions

include:

1. Prefunding — Requires insurance carriers (o raise
rates by as much as 45% and defer any profits in
order to create a reserve fund to pay for premiums in
later policy years. By substantially increasing rates in
catly years, the rates in later years remain more
sable. However, a substantial increase in initial rates
has a chilling effect on sales and increases the

numhcr Of uninsu red.
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2. Individual medical pool— Creates @ stare-run pool

tor individuals whose insurance rates have become

unaffordable. Similar in design o a high-risk pool, it

would allow an individual to move to the pool only
after a specified period of dime, or when rates exceed

a specified percentage.

3. Rate band — Creates a relationship between the
highest and lowest rates charged for similar plans.

In pracuce, it means the difference between the most

expensive rate and least expensive rate is limited -—

ensuring that increases in the closed block plan are

limited. Fowever, a rate band that is too narrow

would result in rate increases similar to those in

prefunding. (See below for the full discussion of

rate bands.)

4, Pooling-— This solucion requires carfiers to com-

bine (or pool) the experience of all cheir blocks

after a specified period of time. Pooling is easy for

the carriers to administer, but if the pooling time

frame is too short (e.g., only one year), insurers will

have a dithicult time selling new policies. On the
other hand, pooling time frames of over five years
guarantee that premiums remain affordable, and

contnue (o attract new insured persons.

SOLUTIONS: As can be seen above, the closed block
issue is very complicated. The AAA study provided no

evidence that any proposed solution would actually

improve the uninsured rate. The current closed-block
approach appears to provide the best solution to the
problem (providing both the lowest rates and the

highest number ot insured persons). Orher solutions

should only be considered with broad limits (i.e.

wider rate bands and longer pooling time trames).
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+ Do insurance companies view the regulatory envi-

ronment as professional and cttictent?

If the answer to any of these questions is no, it might
7 bl

be worth the dime to look at the feasibility of retorm.

Tax CREDITS
A bipartisan initiative to provide individuals and
familics with refundable, “advanceable” tux credics to

purchase health insurance.

Federal tax credits were enacted on a limited basis in

2003 for displaced workers. The Bush administration is
considering broader legislation that would make credits
available to the 46 million Americans currently without

health insurance.

In 2001, Mark V. Pauly and Bradley Herring pub-
lished an article in the journal Health Affairs, which
concluded that a “fixed-dollar” tax credit {i.e., pays a
flat amount regardless of a person’s age, income or
cost of a chosen policy) “targeted roward a more com-
prehensive plan could cur the proportion of uninsured

s

by a third to two-thirds . . ..

SOLUTIONS: Several states already have passed limited
tax credir legislation. State legislators should work to
supplement any federal tax breaks enacted in Con-
gress. In addition, state legislacures should call on
Congress to authorize a broader system of tax credits

immediately.

UNDERWRITING

A process by which an insurer determines whether or
not, and on what basis, it will accept an application
for health insurance coverage, along with how much
premium to charge the applicant based on the risk the

person or group brings to the pool.

P s . 7



plan, tie plan could e muarketed inall 50 staces

(assuming availability of provider neeworks, i

applicable).

4. State Modernization and Regulatory Trans-
parency Act (SMART Act) — The act, also known

as Oxley-Baker, creates new limics on state regula-

tory authority, making the regulatory environment

more prcdicmble for companies.

Market harmonization — Congress has proposed
a few versions of market harmonization in this past
year. The proposals attempt to create a health
insurance environment similar to the proposed
Fealth Care Choice Act, but with certain mini-
mum standards. Opponents have opposed such
proposals on two grounds. First, there is concern
with state preemption (i.e., the federal government
overriding state health insurance laws). The second
is concern that the federal minimum standards will
eventually lead to market-killing reforms similar to

those passed in New Jersey and New York.

SOLUTIONS: While state legislators should monttor

these federal and NAIC proposals, it is also important

that state legislators closely examine their own mar-

kets, asking such questions as:

» Does the state have a large number of carriers selling

insurance in the market?

Are carriers entering or exiting the markert in farge

numbers?

L]

Are there a varicty of plan options, including HMO,
PPO, HSA and indemnity plans?

-

Do insurance companies view the regulatory envi-

ronment as fair?

COMMUNITY RATING

Requires an insurer o charge the same price to
everyone in a “community,” or pool, regardless of the
differences in risk che individuals present. Age, liteseyle,
healch and gender factors may not be used to determine
rates. [ economic terms, it is a price control, becuse

everyone can get a policy at roughly the same price.

In a raditional health insurance market, insurers base
their rates on a variety of demographic and
underwriting factors that estimare the amount of risk
cach individual brings to the pool. Rates may vary
based on age, gender, geographic location, healch status
and other factors. Rarte variations are used both to
actract the largest number of people to the pool and to
keep the pool representative of the health of the general
population. While this variation keeps the rate lowest
for the healthiest individuals, low-risk individuals also
cubsidize the rest of market and keep costs lower for the

overall pool.

Community-rated states restrict the ability of an insurer
to price health insurance based on the risk an applicant
brings to the pool. This forces younger, healthier people
to pay more, which lessens their percetved value of
insurance and leads many to forgo insurance. When
younger and healthier people choose not to enter the
pool, premiums escalate tor those who do have
coverage. Eventually, the premiums are so high that the
only individuals left in the pool are those too sick to

sbrain more atfordable coverage.

In 1992, New York passed legislation applying both
community racing and guaranteed issue to health
insurance policies issued statewide. Before the law was
passed. a 55-year-old healthy male paid about ewice

what a 25-year-old healthy male paid for a policy.
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After the law was implemented, dhe rates for dhe 25-
yvear-old man jumped more than 60%. Faced with this
kind of rate hike, younger people dropped out ot the
health insurance market. The health insurance “death
spiral” started, and within a few years everyone was

paving far more than before the law was passed.

SOLUTIONS: States that have adopted community rat-
ing must return to risk-rated premiums. Even New
Jersey, the1990s poster child tor communiry rating,
authorized a new plan in 2002 chac permits broad rate
bands. In states where climination is not politically
feasible, moving to modified community rating that

permits some underwriting is an opuon.

Di1scouNTt MEDICAL PLANS
Non-insurance plans that provide a discount on
medical, prescription drug and denral services, as well

as other health-related products and services.

With the increasing uninsured rate and the popularity
of consumer-driven initiatives (like Health Savings
Accounts, or HSAs), consumers are more price-
sensitive and want to make sure chey are getting value
for their health care dollars. Discount health plans can
provide significant savings for routine care, prescription
drugs, vision and dental services, and in some cases
physician visits and even surgery. Discount cards may
be an uninsured consumer’s only way to access

atfordable care.

[t is important to note that discount health plans are
not insurance products-—a fact missed by some regu-
lacors. Discount health plans do not share risk,

include cost sharing arrangements. exclude pre-exist-

SOLUTIONS: e vast majority of people i every
state have healdh insurance coverage. States should
look ar the populations that are chronically uninsured

and devise an affordable, achievable solution for them.

SPEED TO MARKET
Proposals that streamline the regulatory environment o
make it easier for companies to marker new and

existing products.

As the state regulatory environment has become
increasingly complex and ditficult o navigare, insurers
have sought solutions to simplity this process. In some
cases, states have streamlined their filing requirements,
but in many others it may take months for rate and
form filings to be completed. The extended tme
needed to complete the filing requirements can resulc
in significant financial hardships for carriers while
slowing consumers’ access to new options. Carriers and
regulators have proposed numerous solutions to this

problem, including:

1. An optional federal charter — An optional ted-
eral charter would allow a carrier to file any
required rates and torms with the federal govern-
ment. Once approved, the plans would be available

in all staces.

2. Interstate compact — The interstate compacr cre-
ates a new multi-state association (created and gov-
crned by states that join the compact) that would
become responsible for reviewing filing based on

agreed upon rules.

e

Health Care Choice Act - This tederal proposal
would allow individuals to purchase health insur-
ance plans being sold in other states. Once one

state approved the rates and forns of a company’s



healthier insurance market, increase the availabilicy of
insurance coverage, and ensure the coverage remains

affordable.

SINGLE-PAYER SYSTEM

A health care system in which taxes are collected so that
a government agency can pay all covered medical
claims. Canada’s health care system is often cited as a
model the United States should follow. Currently, the
U.S. Medicare program for seniors operates like a
single-payer system, as does the federal-state Medicaid

program for the poor.

Since 1992, several states have considered adopting a
single-payer system, and some have passed enabling
legislation, but none has been able to implement the
program. In the November 2002 elections, Oregon
voters rejected a state-based single-payer plan by a 4-to-
I margin. Ulinois also considered a single-payer plan,
and Maine has implemented its Dirigo Health plan, a
scaled-back version of a single-payer system that is
already meeting much higher-than-expected costs and

falling interest.

The biggest problem facing states considering moving
(0 a single-payer system is implementation. Federal law
supersedes state law, and about half of the employees
who get health insurance through the workplace are in
self-funded ERISA plans. The federal government, not
the states, has authority over those policies. In addition,
seniors in the federal Medicare program are outside of
state law. Thus, there are simply too many people
whose health insurance plans are outside of state
control to create an effective state-based single-payer

system.

ing conditions, or determine benetits. However, a
number of policy-makers—including the NAIC —
have proposed to regulate discount health plans wich
insurance-based concepes like solvency standards and
rate review. Inappropriate regulation will discourage
discount cards from being sold in a state and impede
consumers’ ability to get access w discounted prod-

ucts and services.

SOLUTIONS: Discount plans will be increasingly valuable
in the furure as we see the rise of consumer-driven healch
plans. State legislators should consider common-sense
standards, such as a registration requirement, disclosure
that the discount plan is not health insurance, and other
necessary disclosures that discourage fraudulent vendors.
Those actions will protect consumers and ensure the

availability of discount cards.

Proposed legislation should also consider the impact
on other existing health insurance arrangements such
as PPOs. PPOs, which offer discounted health care to
insurers and their members, may inadvertently fall
under discount medical plan definitions, leading state
legistators and regulators to try to regulate them as
such. Bur they are quite different and should be kept

separate.

EXCLUSIONARY OR MEDICAL WAIVERS (RIDERS)
A contract amendment in which an individual agrees to
waive coverage for a specific medical condition. Used
exclusively in the individual market, the waiver allows
the applicant to stll obtain coverage for all other

medical conditions.

For most people, obraining health insurance is easy.
Most applicants are issued coverage without any
increase in premium or wichout imposing a medical

waiver. Individuals who have medical conditions may
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have 4 more difficale time finding coverage- —cespecially

ihose with relatively minor bue potentially cosdy

medical ailmenes. They are wvpieally cicher faced with

substandially increased premiums or denied coverage.

Exclusionary riders provide individuals wich another
coverage opuon. Certain medical conditions, like
allergies, can be expensive to cover but do not result in
other health problems. An exdusionary waiver, or rider,
on a healeh policy allows rhe applicant o waive

coverage tor the condition in exchange for coverage for

all other health problems. If an applicant declines the

policy with a rider, he or she can still apply to other

insurers or — it available — to the state’s high-risk pool.
These are the same choices applicants would have if the

state prohibited riders.

[n most states, insurers may offer cither temporary or
permanent medical waivers. But some have prohibited

the practice. Louisiana tried to exclude medical waivers

for a period of time. Finding chat this did more harm

than good, lawmakers voted almost unanimously to

reinstate the use of exclusionary medical waivers.

Reporrs issued by the National Association of Health
Underwriters (NAHU) and the Council for Affordable
Healch Insurance (CAH1) debunk the perception that

affordable health care is not available to persons with
chronic conditions. In some cases an applicant may

spend less money accepting a policy with a rider and

paying for the non-covered care out of pocket. For
cxample, one simulated applicant in the NAHU report
received offers thae limited coverage for her allergies.
The lowest monthly premium offered wich a rider was
$111, and the projected average cost of her allergy

medicine was $31 per month, amounting to an

Limits on a carrier’s ability to nndenwrite incche Livge
aroup market (usually more than SO medical ives) and
the individual market are rare. fn the small group
muarket (usually 2-50 medical lives, as defined by
HIPAA), most states have adopted some limits, usually
referred 1o as a “rate band.” Very few states have
adopted either communiy rating {(or “muodified
community rating”), which eliminates underwriting or
unlimited underwriting (no rate band). The most
commonly adopted standard is the NAIC model,
which allows carriers to increase or decrease rates by

25%, from the base rate.

Untortunately, the popular perceprion is that narrow-
ing rate bands (limiting them to a smaller range) leads
to either overall rate reductions or rare reductions for
some segment of the population. Nothing could be
turcher from the cruth. As demonstrated in Destroying
Insurance Markets: How Guaranteed Issue and Commu-
nity Rating Destroyed the Individual Health nsurance
Market in Eight States and other studies, narrow rate
bands inevitably lead to higher overall insurance rates.
An even greater concern is that the higher races caused
by rate bands disproportionately fall on the young,
healthy and relatively poor. In the end, markess fall
into a death spiral — tewer insured persons in the

pool with higher overall healch costs.

SOLUTIONS: The failure of this govcmmcn('Aimposcd
“solution” typically leads to recriminations against the
insurance industry and calls for further government
intervention, States could fook o the 1991 NAIC
model with a rate band of +/-25% as a compromise
saandard, bur understand that a broader rate band will
yield lower overall insurance premiums, and decrease

the number of uninsured. Broader rate bands lead o a
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contract terms, often including faster clarms pavinent,
and access o new patients. | [ealth insurers secking
aceess o these discoutts agree o the contract ternis

and pay an access tee to the PPO.

This service has worked very well for most doctors
and patients. However, in the 1990s, physicians
sought the coneracting advantage of unionization. By
collectively bargaining, physicians hoped to increase
their reimbursement rates. Largely unsuccesstul in
their efforts, physicians — and the American Medical
Association — are targeting “managed care reform.”
In cheir lexicon, managed care reform means more
favorable contracting rerms governed by legislative
action. For example, physicians are seeking to limit
the kinds of companics that are allowed to access the
discounts, as well as a requirement that every new
contract must be approved by every physician (a logis-

rical impossibility).

SOLUTIONS: The rules proposed by the American
Medical Association should be considered caretully.
'he AMA proposal could cripple the ability of con-
sumers to access the discounts provided by PPO net-
works and could eliminate the new discount medical

plan induscry.

PrOMPT Pay Laws/ CLEAN CLAIMS LAWS

See Clean Claims discussion above.

RATE BANDS

Rate bands limit the ability of insurers underwrite
— that is, to increase or decrease rawes for health
conditons, which means that younger and healchier
people will be charged more and older and sicker

veople will be charged less than their true risk.

12

ctfective monthly costof $T420 The average monthiy

premitm withour a rider was 5237,

SOLUTIONS: Quite simply, medical waivers provide
an addidonal option o those having ditficuley finding
insurance. State legistators and regulators should per-
mit the issuance of exclusionary riders in individual

health insurance policies.

GOVERNMENT-RUN POOLS

Any of a number of proposals that create government
pools that compete with the privace market. Typically,
state goVerniments allow thetr plans to have more
favorable rules (like providing mandate-free healdh
insurance policies) and provide a state subsidy.

Examples of some pools are listed below:

Dirigo Choice/Healthy Hlinois |, p}'{)poszﬁd)m[\fter Maine
destroyed the individual market with commuaity rat-
ing and guaranteed issue, policy-makers decided even
more government intervention would be the answer.
Maine created a complicated, govcmmcnt»subsidizcd
healch insurance plan rargeting the uninsured, espe-
cially those in small businesses. By most objective
accounts, the plan has been a disaster. Despite burn-
ing through millions of dollars, the plan has only been
able to actract 2,300 uninsured. In order to keep the
plan going, Mainc will be taxing the private market,
claiming the plan has saved the health care and healdh
insurance industry more than $40 million. Neverthe-
less, several groups in Hlinois are proposing Healchy
llinois, which would allow the state to negotiate pre-
miums for a pool combining small businesses, self-

employed people and individuals.




Healthy New York—New York aAlso destroyed ies indi-
vidual insurance market with guaranteed issue and

community rating. And as 1 result, New York's health

insurance became unaffordable for all burt che richest

New Yorkers. In response, policy‘makcrs created

Healthy New York, which requires HMOs w provide
guaranteed issue, community-rated health insurance.
In order to ensure the coverage was affordable, the
state agreed to provide a subsidy to insurers for losses
and allowed them to sell mandate-light insurance
plans. Despite these advantages and the losses
incurred by the healch insurance carriers, Healthy
New York has atcracted merely 70,000 members—

less than .4% of the population.

SOLUTIONS: Before increasing government interven-

tions, states should ry proven market-based solutions.

Despite the best evidence that community rating and

guaranteed issue do not work, states continue

unwisely to keep these market-killing “reforms” in

place. Passing market-based reforms such as high-risk
pools, reducing the regulatory burden and ensuring
that residents have access to consumer-driven options

such Health Savings Accounts will provide the unin-

sured with affordable options and won't destroy the

insurance market.

GUARANTEED ISSUE
Requires insurers to accept applicants regardless of their

health status.

Requiring insurers o aceepe every llppliCélti()!l fOI‘

insurance regardless of the risk creates what is known as
“1dverse selection.” As a result, people forgo insurance

coverage when they are in good health and purchase it
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employees. 1 they choose to provide the coverage, they
must pay at least a minimum percentage of the cost of
the plan (California legislation requires conployers o
pay 80% of the plan’s cost). Employers who choose not
to provide health insurance coverage are required to pay
1 new tax to the state. The tax money is meant to offset
the state’s costs for creating its own state-run benefit

plan for uninsured workers.

Supporters believe pay or play laws meet the twin
goals of achieving universal coverage and preserving
the private market. However, a substantial bureau-
cracy is required to create a state-run health plan,
monitor employers, review all health insurance plans
for minimum standards and sign up the uninsured.
Opponents believe this is the first step in a govern-

ment-run universal health scheme.

SOLUTIONS: Betcer approaches include providing tax
credits for individual health coverage, providing a list
billing option and passing legislation to allow the sale
of low-cost, mandate-free plans. These approaches
better target the low-income uninsured and make

insurance more affordable for small employers.

PREFERRED PROVIDER

ORGANIZATIONS/ RENTAL NETWORKS

Preferred Provider Organizations (PPOs) provide access
to discounted medical care to insurers, employers, plan
members, and sometimes to discount medical plan
members. Health care providers agree to discounted

rates in ordcr o atract new patien[s.

PPOs have been providing access to discount medical
care for more than two decades. They serve as an
intermediary between health care providers and
insurers. Health care providers agree to provide

discounted medical care in exchange for various
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IMICRA), which among ocher retorms limits notn-

-~ cconomic damage awards to $250,000 and limits con-
tingency tees charged by erial lawyers. Florida, New
Jersey, Ohio, Texas, West Virginia, Nevada, Missis-
sippi and other states have recently passed significant
tort reforms, and in some cases success has been
immediate. For example, the AP recently reported:
“The Medical Assurance Co. of Mississippi, which

provides medical malpractice insurance to about 60%

of the doctors in the state, will not raise base premium

rates in 2005.7

Legislators might also require arbitration before

liigation. The National Arbitration Forum has

suggested language for such a requirement. Research by

the American Bar Association indicates that arbitration

can save as much as 95% of the cost of a lawsuit. While
549% of individual plaintiffs win their lawsuits, as many

s 70% of individual claimants win their arbitration

cases. Requiring arbitration as a condition precedent to

filing a lawsuit could be a win-win situation for

consumers, insurers, medical practitioners and lawyers.

Finally, legislators might consider that in Nebraska

punitive damages awarded in malpractice suits are

directed to the state's education fund. Might not such

monies also be usefully directed ro a state’s high-risk

pool to cover the state’s uninsured?

PaY OR Pray Law

A state or tederal requirement that an employer or

individual purchase health insurance or pay an

additonal fee (or tax).

“Pay or play” laws require employers to provide a state-

defined minimum level of healch insurance coverage,

vhich is usually a very rich benefit plan, to their

when they are sick. The pool gets smaller and che
insurance more expensive because healthy people never

join the pool or drop out when the cost exceeds their risk,

Supporters of guaranteed issue say it is necessary
muke coverage accessible 0 those who need it most.
This is not true. State-sponsored high-risk pools are the
best way to make coverage accessible to the medically

uninsurable.

Guaranteed issue legislation leads to some very
predictable outcomes. Legislation passed in the carly
1990s in several states has destroyed their individual
markets. The passage of guaranteed issue was made
worse in a number of states because 1t was
implemented in conjunction with community rating.
The coupling of these two concepts has driven
numerous insurance carriers out of the market, and
increased insurance premiums beyond the reach of all

but the wealchy.

When New Jersey’s guaranteed issue legislation became
effective in 1994, a family policy (known as “Plan D7)
with a $500 deductible and a 20% copayment (i.e., the
insurer pays 80%) cost as little as $463 a month and as
much as $1,076, depending on which of the 14

participating insurers the family chose.

By November, 2005, that same policy purchased from
one of the 10 remaining companies cost berween
$4.070 (Oxford Healch Insurance Company) and

$2

1,992 (Celtic) per month —— that’s $48,849 to
$263,904 per year.

[n Kentucky, guaranteed issue and community rating
rules adopted in 1994 required insurers to offer a lim-
ited number of state-designed, standardized healch

plans. As a result, 45 insurers abandoned the state,




~leaving only Ancherm Blue Cross, Humana in a him-
ired capacity and Kentucky Kare, che state-run plan
{now Kentucky Access, a high-risk pool). Legislacion
~ passed in 2000 and 2005 to reform the reforms have
encouraged a number of insurers to return, but premi-
ams are still above average and Kentuckians still have

relatively few choices.

SOLUTIONS: Guaranteed issue is a polidcally inspired
“solution” to the problem of the uninsurable. States
have more than a decade of experience that proves this

solution exacerbates the problem of access to afford-

able health insurance coverage. It is vital that state leg-
islators, in attenmipting to ensure access o coverage for
the 1% to 2% of the population that is medically
uninsurable, not destroy the health insurance market
for the other 98%. The only real solution is to pass a
high-risk pool [see below], which creates a true and

affordable safety net for those who need coverage.

HEALTH SAVINGS ACCOUNT

The replacement for and expansion of Medical
Savings Accounts (MSAs). Health Savings Accounts
(HSAs) became available for everyone under age 65 on

Jan. 1, 2004,

The HSA allows employers or employees to contribute
pre-tax dollars into a personal savings account trom which
to pay medical expenses. HSA funds will not be tased as
fong as they are spent on qualificd medical expenses.
H1SAs must be linked o a high-deductible medical plan
{minimum deductible is $1,050 for individuals or $2,100
for a family in 2006, but this amount will be adjusted by

the federal government annually).

Some etfores ar retorming the tort sysiem have been
successtul. Building on these retorms could produce
billions of dollags in savings throughout the health care

systcm.

Even more importantly, a 2004 report by the Pew
Charitable Trusts Project on Medical Liabilicy
indicates that there is a link berween liabiliy concerns
and the quality of care delivered by physicians and
hospirals. In states without liabilicy reform, doctors
had a higher tendency toward dissatistaction in their
profession, which affected the care they delivered and

limited their investment in new technologies.

Many states adopted provisions intended to contain the
rise in malpractice premiums by limiting the volume of
malpractice litigadion and the size of malpractice awards.
Some states passed laws shortening the statute of
limitations for malpractice claims; others imposed ceilings
on the amount of attorneys’ fees recoverable as a result of
malpractice actions. Some states imposed damage caps,
some on non-economic damages only, others on pain and

suffering awards and sdll others on boch.

Some of these efforts have been very successtul. For
example, the St. Petersburg Times reports that First
Profession Insurance Co. lowered its premium rate
increase for 2004 from 18.6% o 8% after passage of
Florida’s medical malpractice reform bill. However,
the problem of frivolous lawsuits broughe by trial
lawyers remains. Further, under scrutiny in the courts

some early reforms have been tound wanting,

SOLUTIONS: The Pew study demonstrates that reduc-
ing medical liability costs not only affects health care
costs, but also may improve patient care. Legislators

should consider following the example of California’s

1975 Medical Injury Compensation Reform Act




contribution to a privage sector insurer or third-party

administracor selling FISA plans.

Would this approach be a radical departure from

raditional Medicaid programs? Yes, but Medicaid

needs radical change in order ro sustin the program.

Some considerations when designing an HSA Medicaid

plan:

« What should happen to the HSA balances once a

Medicaid beneficiary leaves che program?

Can states use methods such as electronic benefic

cransfer (EBT) cards to protect against misuse of the

account as they do with their food stamp programs?

Should a Medicaid HSA program be implcmcnted

L]

as a limited demonstration project to test and evalu-

ate it (as Florida has done)?

Since HSA plans already include a financial incentive

L 4

to use the funds wisely, would frequently used state
cost control restrictions such as prescripton drug lists
and formularies thart limit patient choice also be

imposed on the Medicaid HSA population?

MEDICAL MALPRACTICE REFORM

Efforts to limit the size of punitive damage awards or to

require arbitration, which would reduce the cost and

increase the availability of malpractice and health

insurance.

The United States has become the most lidgious socicty
in history. The Towers Perrin Tillinghast annual report
pegs LS. tore system cost at abour $246 billion in
2003, a 5.4% increase over 2002, which experienced a

13.4%0 wcrease over 2001,

IR

SOLUTIONS: States that have first-dollar mandates
(i.c.. mandates that require payment before the
deducrible is met) should repeal them in order
ensure that HSA-qualified plans are available in che
state. States should also ensure that their tax codes

including deductions

mirror the federal tax code
for the account. Finally, because state government is
the largest purchaser of healch care, offering an FISA
option to state employees, the high-risk pool and even

Medicaid will greacly reduce a state’s health care costs.

[ Note: CAHI has posted its “HSA Stace Implementa-
tion Reporet,” which tracks HSA legistacdion in the

states, available at www.cahi.org.]

HiGH-Risk PooL
A state-run plan thac provides comprehensive health
insurance to the 1% to 2% of the population thac is

medically uninsurable.

High-risk pools have been around for more than 25
years, and in 2005 they covered more than 180,000
people in 34 states. They are the social safety net for the
uninsurable, providing access to health coverage for
some of the society’s most vulnerable. High-risk pool
members typically have serious medical condidions and
do not have access to guaranteed issue insurance
coverage, which is required in the smalt group or large

group n ;!I’kCYS.

High-risk pools are a win-win proposition. Health
insurers, which usually help fund risk pools, are able to
more accurately predict and spread risk and keep costs
down. The uninsured find that healdh insurance rates
become morte affordable. And, most imporandy,
individuals with health conditions are able to obtain

high-quality (and often lower-cost) health insurance.




Since providing coverage is costly, most successtul high-

isk pools are funded through a partnership with high-

risk pool members, state government, healch insurers,
and health care providers. Typically, the high-risk pool
members pay between 125% and 200% of the standard

insurance rates — far less than what insuring their

conditions would actually cost. Even so, premiums do

not cover claims. So insurers are assessed for the pool’s
losses — usually based on their share of the insurance

to make up the ditference. In addidion, state

market
governments typically supply some funding from state

revenues. Finally, healh care providers discount the

care received by high—risk pool members.

 The missing piece in the puzzle is federal funding.
The federal government has provided funding for

" both the operadion and start-up costs of risk pools in
the past. At the writing of this Guide, funding has
been passed by both the Senate and the House, but

has not been enacted.

SOLUTIONS: Every state that does not have a high-risk
pool should be artempting to start one. Those that
have relicd on guaranteed issuc as a safety net for the
uninsurable should eliminate it and establish a high-
tisk pool instead. Those that already have pools

should encourage Congress to continue and expand

funding for state-run high-risk pools.

LisT BILLING
A billing process that consolidates individual health

(nsurance bills, usually done in conjuncrion with an

employer. Employers agree to deduct 100% of the
sndividual health insurance premiums from the

mployce§ checks, which is chen remitted to the insurer.

MEDICAID HEALTH SAVINGS ACCOUNTS

HSAs combine a high-deductble health insurance
policy (HDHP) with a savings account. The high-
deductible policy protects the insured from the cost of
catastrophic illness, prolonged hospitalization or a
particularly unhealthy year. The savings account is
controlled by the insured and is intended to pay small
and routine healch care expenses. (See Health Savings
Accounts above for a fuller explanation of how regular

HSAs work.)

Medicaid is the federal-state program that provides
health insurance, long term care and other health care
services to about 52 million poor, disabled and senior
Americans. For the first time since Congress passed it
in 1965, Medicaid has become more cosdy than
Medicare and is the largest budget item in nearly half

the states.

Can HSAs help the Medicaid program? For at least
some of the Medicaid population, the answer is yes, but
the savings will likely be relatively small given the size
and scope of the Medicaid program. The problem wich
the Medicaid program as it is currently structured 1s
that people have licdde incentive to be prudent shoppers
of medical services. A Medicaid HSA plan could
change those incentives and save the program money

over the long term.

Towa and Florida have already incorpomted HSAs
into their Medicaid programs, and South Carolina is

crying (at this writing).

SOLUTIONS: States should consider adding an HSA to
their Medicaid program. The state could continue to
be the insurer, but increase the deductible, depositing
part or all of the savings in the Medicaid beneficiary’s

HSA. Or, the state could simply provide a defined
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Companies thar have more than one of these
examinations being conducred at the same time may

“find their coses of compliance exploding.

-A comprehensive self-audit can be viewed as both an

alternative o more frequent marker conduct

" examinations and an additional ol to ensure company

~compliance with legal and regulatory requirements.

" Companies that regularly conduct self-audits can catch
compliance problems svoner and correct them faster
than by tinding them on a case-by-case basis or waiting

- until the nexe market conduct examination.

SOLUTIONS: Regulators who have unfettered discre-

" tion to require market conduct examinations can cre-
ate more problems than they solve. A more workable

“plan is for legistators to support the effores by NCOIL

and the NAIC o limic the number of duplicate mar-

ket conduct examinations in a year, and instead focus

on targeted market conduct examinations that may

deal with only one subject.

Health insurers should also be encouraged to police
themselves with comprehensive self-audics. Self-audit

legislation providcs 1 win-win for consumers, regulators

and the industry. The companies are able to doa
comprehensive analysis of their compliance without
providing a blueprint for plainciffs’ attorneys, who may
want ro conduct a class action lawsuit, and they can
have any problems corrected early. As a result,

regulators could and should focus their efforts on

companies that have consistent problems.

Purchasing health insurance can be an inomidating
process. Some employers that do nor olfer health
surance have decided to make the process casier tor
their employees by approving the “list billing” procedure.
Typically the company will invite an insurance agent to
discuss plan options with interested employees. Once the
insurer has accepted the applications for individual
insurance, the employer receives a monthly bill listing
the premium for cach individual/employee policy. The
employer, in turn, deducts the premium from the

insured employee’s checks.

Critics fear chac employers will abandon the group
insurance market for individual (i.e., personally
owned) coverage. This concern misses the point
entirely. These plans are typically sold to employees of
companies that do not have a group benefit plan, and
the only available coverage option for individuals is in
the individual market. It is also. important to note that
individuals who leave a company can keep their cover-

age, provided they continue to pay the premium.

SOLUTIONS: List billing certainly does not solve all
the problems of the uninsured. However, it can be an
important tool to make the purchase of insurance cas-
ier, and if combined with a Section 125 plan (a plan
chat allows certain expenses to be deducted on a pre-
tax basis) or a Health Savings Account, it can make

coverage even more affordable.

MANDATED BENEFIT
State law requiring that a health insurance policy or
health plan cover {or offer to cover) specitic providers,

procedures or benefits.

As reported in CAHI's report “Health Insurance
Mandates in the States” (available at www.cahi.org), the

number of mandates has swollen over the past 40 years




ro more than 1,800, While mandates may make healeh
insurance more comprehensive, they also make (t more

expensive. {ncertain staes, mandated benetit have

increased the cost of individual health insurance by as

much as 45%. When healeh insurance costs increase,

more people drop or decline coverage.

According to a 1999 study conducted by the Health

Insurance Association of America (now Americas

Healch Insurance Plans), as many as one in four
individuals who are withour coverage are uninsured
because of the cost of state health benefic mandates. Ac

+ time when consumers are counting every dollar, ic is

{mportant o recognize that there is a cost to the

consumer who is required to purchase a benefic he or

she may never want or use. Thac cost may be the
determining factor in whether or not the consumer can
afford healch insurance. Because legislators have saddled
health insurance plans with so many mandates, the
choice for many people is Cadillac coverage that’s

loaded with benefits or no coverage at all.

For more information on mandates, including

definicions and a current list of mandaces nationwide,

please visit CAHT's website at

hrtp://www.cn|’1i.<)rg/u1himcon tents/issues/mandates.

SOLUTIONS: Before a state legislature passes a new
mandace, it should require a comprehensive cost
analysis to assess the mandate’s likely impact on health
insurance premiums. And before imposing it oo the
whole citizénry, the state should include the mandared
coverage in state workers” policies. (See ALECS model

fegislation for mere derailed informacon.)
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States should also consider making available mandace-
free policies, s Arkansas, Colorado, Florida, Moncana.
North Dakot and Utah have done. Such policies
would be much more atfordable and would give
consumers the peace of mind that comes with knowing

thev will not be bankrupted by an unforeseen event.

These plans can translate into real savings for
employers. For example, the Billings Gazette reports
that New West Health Services will offer a bare bones
health insurance plan in Montana chat will save 75%
over conventional health insurance plans. The pilot
program, passed by the Montana Legislature in 2003,
licnits enrollment to only 1,000 residents. Seven other
states also introduced legistation authorizing plans that
limit mandated benefits. Colorado passed its version of

the legislation in carly 2003.

MARKET CONDUCT/SELF-AUDIT

A market conduct examination is the review of
insurance company operations by regulators. A self-
audit is the comprehensive review of a company’s

compliance with existing laws by the company itself.

Even though the vast majority of health insurance
companies comply with existing laws and regulations, it
is important for regulators to be able to verity their
compliance and to find the companies that may be
skirting the law. Comprehensive market conduct
examinations can reveal many compliance problems and

Cstre 4 COMPany’s compliance with all applicable laws.

Unforwnarely, market conduct examinations can also
be expensive and disruptive. Space, materials and
information must be provided to the examiners. Many
states contract with outside examiners to provide these

services, which further add o the companies’ cost.
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